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Taxation Section 
Edited by J. A. L. Gunn, F.L.Cc.aA. 


DEDUCTION FOR RESIDENTS OF ISOLATED AREAS 


'Section 79A allows special deductions to individuals resident in the 
mote areas of Australia. In its original form the section granted a 
duction of £40 to residents of Zone A and a deduction of £20 to residents 
Zone B. The position of these zones is described in the Second Schedule 
pthe Act. It was officially stated that since the enactment of s.79A in 
M45 it had been ascertained that because of financial and other difficulties 
nd disabilities, and particularly because of the scarcity of labour, the 
anting of some additional concession to, residents of the more remote 
eas was justifiable. Accordingly, the special deduction allowable to resi- 
nts of Zone A has been increased by the Amending Act of 1947 from 
) to £120. The Government considered, however, that any increase in 
deduction allowable to residents of Zone B was not warranted. 
The increased deduction to residents of Zone A will apply to assessments 
ed on income derived during year ended 30th June, 1948. 


DAMAGES AND Costs INCURRED IN ACTION FoR MALIc1ous LIBEL 


The taxpayer acted as selling agent in London for a Cuban sugar- 
producing company. In an action against him for maliciously libelling the 
Deputy Director of Sugar Supplies he was ordered to pay £550 damages 
and £3,025 costs. The taxpayer claimed these sums as a deduction in 
Mis assessment of English income tax. Held (applying Strong & Co. v. 
Woodifield (1906)-5 Tax Cas. 215) that the damages and costs were not 
an allowable deduction (Fairrie v. Hall [1947] 2 All E.R. 141). “In the 

ent case the loss which the z appellant has sustained—£550 damages and 

£3 025 costs—is in one sense a loss connected with his trade. Apart from 

desire to injure Mr. Rook, the appellant also desired to increase his 

profits. He had that motive. He could only have increased his profits 

i he succeeded in giving an advantage to his own clients in Cuba or a 

Gisadvantage to the rivals of his clients. It is a case that falls, it seems to 

fe, exactly within the words of Lord Loreburn, who said that the losses 

fannot be deducted if they are mainly incidental to some other vocation 

it fall on the trader in some character other than that of trader.’ The loss 

geil upon the appellant in this case in the character of a calumniator of a 

sugar broker. It was only remotely connected with his trade as a 

ar broker. The case seems to me to be plain beyond all possible doubt, 

nd iades i in mind that at that date the standard rate of income tax was 

ten shillings i in the pound, it would indeed be preposterous if the appellant 

¢ allowed to deduct these sums and thus enabled to share equally with 

me public revenue the loss to which he was condemned in the judgment of 
. Justice Atkinson,” per Macnaghten, J. 
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Trusts FOR UNMARRIED MINoRsS 

In 11 C.T.B.R. Cas. 84, a taxpayer had created a trust in favour of 
child who was an unmarried minor. The asset, the subject of the trug 
was vacant land which at the time was not income-producing. Shortly afte 
the creation of the trust a block of flats was erected on the land, whid 
thus became income-producing. In defence of an assessment under s, 10 
the Commissioner contended that the section applied if the trust was created 
in respect of assets which were income-producing in the year of income t 
which the assessment related. The Board decided, however, that the words 
of s. 102 required the assets to be income-producing at the date of the 
creation of the trust. 

Section 102 has been amended by the Amending Act of 1947 to overcome 
the effect of the Board’s decision. Section 102 (i) has been redrafted ty 
apply where “a person has created a trust in respect of any income or 
property (including money). A new sub-section (2A) has also bee 
added, which provides that where any property the subject of a trust has 
been converted into other property, s. 102 shall apply in the same way a 
if the trust had originally been created in respect of that other property. 

In its original form s. 102 (2) was possibly open to the interpretation 
that the whole of the net income of the trust was subject to assessment 
under s. 102, even though some person, other than the unmarried minor, 
was entitled to a part of the income. Section 102 (2) has been redrafted 
so as to ensure that in such a case the section shall apply, not to the whok 
of the net income of the trust estate, but only to the extent of so muchas 
“is payable to, or accumulated or applicable for the benefit of, a child o 
children of that person who is or are under the age of twenty-one years and 
unmarried.’ 

The above amendment applies to assessments for the financial year ended 
30th June, 1947, and subsequent financial years. 


INTEREST DISTINGUISHD FROM DAMAGES 


The House of Lords has unanimously affirmed the decision of Evershed, 
].. reported in the November, 1945, issue of the journal at p. 387, and d 
the English Court of Appeal that interest awarded as damages is never- 
theless assessable as interest (Riches v. Westminster Bank Ltd. [1947] 
i All E.R. 469). 

CONCESSIONAL REBATES IN THE CASE OF TRUST ESTATES 

Under s. 160 (2) (g) a rebate is allowed in respect of gifts made by a 
individual taxpayer to certain specified organisations, etc. Section 100A 
was inserted in the Act in 1942, i.e., when the rebate provisions were intro 
duced, to cover instances where gifts are made by the trustee out of trust 
income. As expressed, s. 1OOA provided that where such a gift was made 
by the trustee, it was deemed to be made proportionately by the trustee 
and each beneficiary who was liable to be assessed in respect of a share 
of the net income of the trust estate. It was intended, however, that 
s. 1OOA should apply only in respect of gifts made out of the income ofa 
trust estate. 

In the recent case of F.C. of T. v. Elder's Trustee and Executor Co. Lid. 
(Trustee of Estate T. E. Barr-Smith deceased) (1946) 3 A.I.T.R. 266, 
the High Court held that s. 100A applied to gifts made by an executor 
out of corpus in pursuance of the terms of the will. Thus, the rebate was 
held to be allowable notwithstanding that the beneficiary’s share of the net 
income of the trust was not diminished by any part of the gift. 

A new section has been substituted for s. lJOOA by the Amending Act ol 
1947 and a corresponding amendment has been made to s. 160 (2) (g), # 
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object being to overcome the effect of the above decision and, in particular, 
vour of to provide that the concessional rebate will not be allowable in respect of 
i gifts by will. 

rtly aft New s. 100A reads as follows: 

“(1) Where any amount specified in s. 160 (2)(h) of this Act is, or 
any calls specified in s. 1}OOAA of this Act are, paid by a trustee in respect 
'S Created of the trust estate, so much of that amount or of those calls shall be deemed 
to have been paid by a beneficiary as has been charged by the trustee against 
the share of the income of the trust estate to which the beneficiary is 
presently entitled or against any vested interest which the beneficiary has 
in any part of the corpus of the trust estate. 


“(2) The trustee of a trust estate shall, except for the purposes of an 
assessment made under s. 98 of this Act, be deemed not to have paid so 
much of any amount or calls as is, in accordance with the last preceding 
sub-section, deemed to have been paid by a beneficiary.” 

It was officially pointed out that where, in accordance with the trust 
instrument, the trustee pays a share of the net income to a public benevolent 
or other charitable institution (which institutions are exempt from income 
tax) neither the trustee nor the institution is liable to income tax in respect 
of that share. Where a trustee who carries on the business of a testator 
makes, in the course of carrying on, and for the purposes of, that business, 
a subscription to a public benevolent institution, the Treasurer stated that 
the amount of that subscription will be allowable as a business expense 
from the trust income. Accordingly, new s. 100A is limited in its appli- 
cation to rebates in respect of sums paid by a trustee for rates and 
taxes on non-income-producing property (s. 160 (2) (h)) and calls paid to 
certain mining companies (s. lJGOAA). 

Section 100A, as redrafted, is designed to ensure that, in the beneficiary's 
assessment, the rebate for such rates or calls shall be based on an amount 
not exceeding the amount of rates or calls charged against the beneficiary’s 
share of corpus or income. Where any such amount is charged against a 
share of the net income in respect of which the trustee is assessable, a 
rebate based on the amount so charged will be allowed in the assessment 
made upon the trustee. 

The object of s. 1OOA (2) is to ensure that where a beneficiary is deemed 
to have paid the whole or any part of the rates or calls specified in s. JOOA 
(1), the rebate in respect of that whole or part shall not be allowable in 
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- by aa any assessment made upon the trustee. An exception is made in any case 
| 100AM where the beneficiary is under a legal disability and the trustee is liable to 
intro §=be assessed under s.98 in respect of that beneficiary’s share of the net 






income of the trust.. Where a trustee is assessed under s. 98 the appropriate 
rebate will be allowable in his assessment. 








trustee The above amendment applies in respect of assessments based on income 
. derived during income year ended 30th June, 1947, and subsequent years. 

r, that 

e of a PAYMENT UNDER GUARANTEE AND Loss oF Money LENT By FILM 





PRODUCER TO COMPANY TO PRODUCE A FILM 
The taxpayer, after employment in England as a film writer, decided to 





' - set up as an artistic film producer. To achieve this object he acquired the 
ce film rights of a novel which he dramatised for filming. To enable the film 





to be produced a company was formed, of which the taxpayer was one 
of the two directors. Failure to complete the picture would have been 
disastrous to the taxpayer’s professional prospects with the film industry. 
Whether it was a financial success or not did not matter; the important 
thing was that it should be completed and that it should be an artistic 








. 
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success. Accordingly, as the company’s capital was inadequate, he lent to 
the company interest free sums totalling £1,500 and guaranteed its bank 
account. The film was ultimately. produced at a loss to the company, and 
the taxpayer was not repaid the £1,500 lent by him and he was called upon 
to pay, and paid, £1,253 to the bank under the guarantee. The taxpayer 
contended that these two sums were expenditure wholly and exclusively 
incurred by him for the purposes of his profession and were deductible. 
Held (i) that there was ample evidence to support the finding of the 
General Commissioners that the two sums were so expended for the 
purpose of the taxpayer’s profession, and (ii) that they were not capital 
expenditure (Lunt v. Wellesley (1945) 27 Tax Cas. 78). On the second 
point Macnaghten, J., said at p. 84: “Whether a sum is capital or not must 
depend on the particular facts of the case. What does the respondent get 
by the expenditure of this money? In this transitory world nothing is 
permanent, but, of all the fleeting objects before our eyes, what the 
respondent was getting seems to me to be almost the most transitory. He 
was to produce a film which the trade would consider showed that he was 
a talented artistic producer of films, so that the trade . . . . would be 
disposed to employ him. The money was expended for that, to gain the 
good opinion of the trade. To describe it as capital in the business of an 
artistic film producer seems to me to be a misuse of language, however 
widely the word be understood.” 


AMENDED ASSESSMENTS OF TAX ON UNDISTRIBUTED INCOME 
CONSEQUENT Upon ALLOWANCE OF S. 159 REBATE 


Under s. 170 (3) an amended assessment may. not be issued after the 
expiration of three years from the date upon which the tax became due 
and payable under the original assessment. A rebate under s. 159 is 
granted where the application for the rebate, and all necessary informatign, 
are furnished within six years after the date upon which the tax became 
due and payable. Section 159 rebates may therefore be allowed, and 
usually are granted, at some time after the three-year period provided by 
s. 170 (3) has expired. 

In the calculation of the amount upon which undistributed profits tax 
is imposed, a company is allowed a deduction of taxes paid during the year 
of income. Provision is made, however, for a company to elect to deduct, 
in lieu of the amounts of ordinary income tax, super tax and war-time 
(company) tax paid by it during the year of income, the amounts of those 
taxes payable in respect of the income derived by it during the income 
year. For purposes of war-time (company) tax a company is allowed a 
deduction of the ordinary income tax payable by it in respect of the taxable 
income of the year of income. 

Where a company is assessed to tax on undistributed income on a “taxes 
paid” basis, the deduction for taxes paid is reduced by the amount of any 
refund of tax, including a refund received as a result of the allowance of a 
s. 159 rebate. Thus in the year in which the rebate is received, the deduc- 
tion allowable for "taxes paid” is reduced by the amount of the rebate. 
Therefore, in this class of case, the Assessment Act is completely effective. 

Where, however, a company is assessed on a “taxes payable” basis, and 
a rebate of tax is subsequently allowed under s. 159, the deduction already 
allowed in the assessments of (a) undistributed profits tax and (b) war- 
time (company) tax automatically becomes excessive. If, at the time of 
the allowance of the s. 159 rebate, the undistributed profits tax and war- 
time (company) tax have been due and payable for a period of less than 
three years, the assessments of those taxes could be amended under s. 170 
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(3) to reduce the deduction in respect of “taxes payable” to the net sum 
borne by the company after bringing the s. 159 rebate to account. If, how- 
ever, the three-year period had elapsed, no such amendment could have 
been made under s. 170 (3). 

Section 170 (11) was inserted in the principal Act by the Amending Act 
ef 1947 with the object of overcoming the above defect. The new sub- 
section (which operates from 3rd June, 1947) provides that the necessary 
amendment of assessments of undistributed profits tax and war-time 
(company) tax may be made at any time. 


ExCHANGE Loss ON DISCHARGE OF PROMISSORY NOTE EXECUTED FOR 
Sum OwI1nc For Goons, Etc., SUPPLIED BY PARENT COMPANY 


Debt Incurred to Enable Subsidiary Company to Acquire Capital Asset 

The taxpayer company was incorporated in Australia and carries on 
business there. It is a wholly-owned subsidiary of an American company 
from which it buys quantities of steel sheets for resale in Australia. Until 
towards the end of 1937 the taxpayer company paid for’the above goods 
in cash, but from 23rd December, 1937, to 15th September, 1938, the 
American company gave the taxpayer company credit for the goods pur- 
chased. During the same period the American company made three loans 
to the taxpayer company and also made certain payments on the latter’s 
behalf. These loans and payments were admitted to be on capital account. 
The dollar indebtedness of the taxpayer company to the parent company 
was converted to Australian currency in the taxpayer’s books at the rate 
of exchange existing at the date of the loans and payments. On 15th 
September, 1938, the total indebtedness of the taxpayer company to the 
American company on current account stood as follows: 

Taken on Charge 


Dollar in Taxpayer's Average Rate 
Liability. Books at £A. of Exchange. 
Goods purchased for 
resale .. .. . $541,664.85 £A136,110 14 8  3.97958913 
Capital loans and 
payments .. 525,536.90 138,625 18 1 3.93289664 








£A269,736 3.95645764 


$1,067,201.75 











On 15th September, 1938, the taxpayer company executed in Australia 
a promissory note to the order of the American company for $1,000,000 


payable in U.S.A. on demand, with interest at 44 per cent. The sum of 
$1,000,000 formed part of the sum of $1,067,201.75. The balance, 
$67,201.75, was discharged in the ordinary course of trade. On the 
execution of the promissory note, the sum of £252,720/9/9 (arrived at by 
converting $1,000,000 into Australian currency at $3.95694, being approxi- 
mately the above-stated average rate of exchange) was transferred in the 
books of the taxpayer company from the current account to an account 
styled “Inter-company Notes Payable Account.” The indebtedness was 
incurred to enable the taxpayer company to invest £250,000 in another 
Australian company by acquiring 250,000 £1 shares therein. In October, 
1944, the promissory note was discharged in the following manner. The 
taxpayer company sold to the American company the aliove-mentioned 
250,000 £1 shares owned by the former in the second Australian company 
for £250,000 at an agreed rate of exchange, viz., $3.1983 (as compared 
with the then current rate of $3.1982), and the balance of the Australian 
company’s indebtedness was discharged in cash at $3.1982 :-— 
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Australian Pounds 
Required to 


Dollar Rate of Discharge 

Liability. Exchange. Indebtedness. 
Sale of 250,000 shares .. .. $799,575 $3.1983 £250,000 0 0 
Cash remittance .. ...... 200,425 $3.1982 62,668 1 3 


$1,000,000 + $3.1982792 £312,668 1 3 
Sum owing on execution of 


promissory note .. .. .. $1,000,000 252,720 9 9 
Exchange loss .. .. .. .. £59,947 11 6 


The taxpayer company claimed that the loss was an allowable deduction 
under s. 51 (1) to the extent to which the indebtedness of $541,664.85 for 
goods purchased for resale was included in the promissory note for 
$1,000,000. Held (distinguishing Texas Co. (Australasia) Ltd. v. F.C. 
of T. (1940) 2 A.I.T.R. 4) that the inference to be drawn from the facts 
was that it was intended that the $1,000,000 should be lent to the taxpayer 
company for the specific purpose of investing its then approximate equiva- 
lent in Australian currency in acquiring the shares in the second Australian 
company; that the said sum should no longer have any relation to any 
previous indebtedness on current account, and that the promissory note 
should be taken in substitution for and in full satisfaction of $1,000,000 of 
the total amount of the indebtedness. Therefore, the amount expended to 
pay the $1,000,000 secured by the promissory note was an outgoing of a 
capital nature, no part of which was an allowable deduction (Armco 
(Australia) Pty. Ltd. v. F.C. of T. (1947) 4 A.L.T.R. (in course of 
publication) ). 

In the course of his judgment Williams, J., indicated that if the taxpayer 
company’s appeal had succeeded difficulties might have been experienced 
in tracing the extent to which the exchange loss was referable to the sum 
of $541,664.85 incurred in the purchase of goods. It is thought, however, 
that, in the absence of any specific appropriation, the solution is as follows: 


Dollar Taken on Charge 
Liability. in Books at £A Average Rate 
Goods purchased for 
resale .. .. .. .. $541,664.85 £A136,110 14 8  $3.97958913 
Capital purchases . .. 525,536.90 133,625 18 1 $3.93289664 


The indebtedness of $1,067,201.75 was discharged in the following 

manner : 

(a) $1,000,000: A promissory note was given for this sum and was 
redeemed for £A312,668/1/3, i.e., at an exchange rate of $3.1982792 
to £A. 

(b) The balance of the indebtedness, $67,201.75, was discharged in the 
ordinary course of trade, and any loss or gain on payment is outside 
the scope of the present action. 

It is necessary to ascertain how much of the $541,664.85 is contained in 

the sum Scesas The proportionate method applies, and the result is: 
I4 1,004.5) one on 
$1,067,201.75 of $1,000,000 = $507,556.01. 
The $1,000,000 at $3.1982792 cost £A312,668/1/3 to discharge. There- 
fore, the goods purchased for resale included in the $1,000,000 as above 
cost the following sum to discharge: 


507,556.01 
ee of £A312,668/1/3 = £A158,696/11/1. 
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The goods purchased for resale, $541,664.85, were taken on charge in the 
books at £A136,110/14/8. This cost must be apportioned between the two 
sums of $1,000,000 and $67,201.75: 

$507,556.01 | 
$541,664.85 of £136,110/14/8 = £A127,539/15/6. 
The liability of $507,556.01 included in the 
$1,000,000 in respect of goods amen for 
resale cost to discharge .. .. ~> +» «- £A158,696 11 1 
The goods so purchased were t taken on charge at. 127,539 15 6 





So that the loss on exchange on payment of the 


TTD as 46 ba 40 oe KS dt 60.460 On ‘£A3I, 156 15 7 
Proof: 
(a) Proportion of $541,664.85 goods purchased contained in $1,000,000 
= $507,556.01. 


(b) Average rate of exchange at which total of goods purchased were 
taken on charge = $3.97958913. 

(c) Rate of exchange on payment of $1,000,000 = $3.1982792. 

(d) $507,556.01 converted at $3.97958913 








vide (b) .. .. ee ee be be ke ae See ee 
$507,556.01 converted at $3.1982792 

LL) ee re 158,696 12 0 
Loss on exchange .. .. .. .. 1.0 +2-++-+- £A31,156 16 O 





The difference of 5d. is due to the fact that a rate of exchange consisting 
of seven decimal places is still inadequate to ensure complete accuracy. 


REINSURANCE Wi1TH NON-RESIDENTS 


Section 148 of the 1936-1946 Act provided that the premiums paid to 
non-resident reinsurers should not be an allowable deduction from the 
income of the company paying the premiums, and that recoveries from the 
reinsurer in respect of losses on the risks reinsured should not be assessable 
income. The practical effect of this provision was that the profit or loss 
made by the non-resident reinsurer was merged with the income of the 
company which paid the reinsurance premiums. If a profit were derived 
by the reinsurer, the company carrying on business in Australia bore the 
tax on that profit. If a loss were incurred, that company obtained a 
deduction from its own income of the amount of the loss. When s. 148 
was enacted in 1938, a tax of only 1/- in the £ was imposed on the 
incomes of companies. Since then the rate of ordinary income tax has 
been increased to 6/- in the £, and additional taxes in the form of super 
tax, tax on undistributed income, and war-time (company) tax have been 
imposed on the income of non-private companies.. The Treasurer explained 
that, owing to the burden of these taxes, certain insurance companies, 
which are purely Australian companies, have suffered a severe disadvantage 
in the placing of reinsurance overseas. These companies, which have their 
head offices in Australia, are in a position to supply full details of the 
premiums paid to non-resident reinsurers, and, provided that effective 
provision were made in the law for the Australian insurance company to 
lodge returns on behalf of, and to pay tax as agent for, the overseas 
reinsurer in respect of the reinsurance premiums, no good reason existed 
for continuing to assess the non-resident reinsurers’ profit as-the income 
of the Australian company which paid the reinsurance premiums. 
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In the case of Australian branches of overseas insurance companies, the 
reinsurance contracts are made by the head office abroad, and, owing to 
the ramifications of overseas reinsurance business, it is sometimes imprac- 
ticable for the Australian branch to lodge returns in respect of the 
reinsurance premiums paid to the overseas reinsurer by its head office 
overseas. For this reason, it is necessary to retain the above-explained 
method provided by s. 148 of the 1936-1946 Act of dealing with reinsurance 
premiums and recoveries. Where, however, an insurance company can 
supply all the information necessary for the making of a separate assess- 
ment in respect of the income of the non-resident reinsurers, the Govern- 
ment considered that there was no good reason why such income should 
be merged with the income of the company effecting the reinsurance. This 
is so whether the latter’s head office be situated in Australia or elsewhere. 

For the above reasons, s. 148 of the 1936-1946 Act was repealed by the 
Amending Act of 1947, and a new section has been inserted in its stead. 
New s. 148 retains the previous method of merging the overseas reinsurer’s 
income with that of the company effecting the reinsurance, but, as an 
alternative, it permits insurance companies carrying on business in Aus- 
tralia, whether residents or non-residents, to deduct reinsurance premiums 
paid overseas, and to include recoveries as assessable income. Any com- 
pany which adopts the alternative course will become liable to furnish 
returns and pay tax as agent for the non-resident reinsurers. The new 
section will enable the Australian companies to avoid the disadvantage 
which they previously suffered, but will ensure that the proper amount of 
tax is paid in respect of those reinsurances either under the previously 
existing plan or under the new alternative plan. 

New s. 148 (1) repeats in substance repealed s. 148, and thus repeats 
the previously existing practice explained above. The previous section 
referred to reinsurance with “a person carrying on a similar business, but 
not in Australia,’ whereas the present sub-section refers to reinsurance 
“out of Australia” with “a non-resident,” i.e., whether or not the reinsurer 
carries on business in Australia. This refinement states with greater pre- 
cision than formerly the reinsurance premiums covered by s. 148. 

Section 142 (2) provides that a person carrying on the business of 
insurance in Australia may elect that the previously existing practice of 
merging the reinsurer’s income with its own as provided by sub-section 
(1) shall not apply. Whether or not the election is made depends solely 
upon the insurance company (and not the reinsurer), but, if the company 
makes the election, it will be responsible for furnishing returns and paying 
tax as agent for any non-resident reinsurers with whom it has effected 
reinsurances out of Australia. Section 142 (6) provides that the election 
must be made in writing, signed by the public officer of the company, and 
delivered to the Commissioner on or before the last day for furnishing the 
company’s income tax return of the year of income in respect of which the 
election is first to apply, or within such further time as the Commissioner 
allows. The election, once made, is irrevocable, and will apply in respect 
of all subsequent years. The remaining sub-sections of s. 148 apply only 
if the above-mentioned election is made. 

Section 148 (3) provides that, where a company makes an election under 
s. 148 (2), it shall (subject to s. 148 (5) explained below) be liable to pay 
tax as agent on an amount equal to 10 per cent. of the total gross premiums 
paid or credited by it in the year of income to non-resident reinsurers. 
Tax will be assessed as if the deemed taxable income (10 per cent. of gross 
premiums) were the income of a non-resident non-private company not 
carrying on business in Australia by means either of a principal office or 
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a branch. ‘Thus, ordinary income tax will be levied at 6/- in £ on the 
deemed taxable income. Super tax at 1/- in £ will also be payable on that 
part of the deemed taxable income which exceeds £5,000. The non-resident 
reinsurer will not be liable to tax on undistributed income, as the reinsurer. 
being deemed not to be carrying on business in Australia by means either 
of a principal office or a branch, is exempt from that tax under s. 160E. 
Moreover, the non-resident reinsurer is not subject to war-time (company ) 
tax, as s. 34 of the War-time (Company) Tax Assessment Act does not 
adopt s. 148 of the Income Tax Assessment Act, and s. 26 of the first- 
mentioned Act does not apply where the company makes the election under 
s. 148 (2). 

It was officially explained that the fixing of 10 per cent. of the gross 
premiums as the amount to be treated as the taxable income is in conformity 
with s. 143. It was considered that, over a period, the result will approxi- 
mate closely to the true income. There is, however, no provision for any 
other amount of taxable income to be substituted for the amount of 10 per 
cent. of the gross premiums. The Treasurer stated that it was undesirable 
to provide for any alternative, particularly in view of the inability of most 
companies to give sufficient information in regard to the actual profit or 
loss arising from the reinsurances, and the delays which would inevitably 
arise before any assessment could be made. 

Section 148 (4) gives to the company which made the election under 
s. 148 (2) a right to furnish two returns. The purpose of this sub-section 
is to permit the reinsurance premiums paid (a) to non-resident companies, 
and (b) to non-residents who are not companies (e.g., individuals and 
partnerships), to be separately assessed. Section 148 (5) provides for the 
imposition of tax where a separate return is made in respect of non-resident 
reinsurers who are not companies. It would appear that, for the purposes 
of s. 148, neither Lloyds Underwriters regarded as an organisation nor any 
of the several groups of signatories is to be treated as a “company.” Tax 
will be imposed upon 10 per cent. of the gross premiums paid or credited 
to this class of non-resident reinsurers, and the amount of the tax will be 
the sum which would be payable on a taxable incéme of that amount by a 
non-resident private company not carrying on business in Australia by 
means either of a principal office or a branch. Thus, Commonwealth 
ordinary income tax at 6/- in £ will be levied on 10 per cent. of the gross 
premiums paid or credited in the year of income to Lloyds Underwriters 
and other non-resident individual reinsurers in respect of reinsurances 
effected out of Australia. This tax is known in the jargon of the insurance 
market-place as the “3 per cent. tax,” i.e., 6/- in £ on 10 per cent. of 
premiums = 3 per cent. of premiums. This class of reinsurance will be 
exempt from tax on undistributed income (s. 109A). 

Example (where company makes two separate returns as prescribed by 
s. 148 (4) ) — 

Gross premiums paid during year of income in respect of reinsurances 

effected out of Australia with non-residents : 


(a) With companies, £140,000. 
Deemed taxable income— 
10 per cent. of £140,000 = £14,000. 
Assessment under s. 148 (3)— 
Commonwealth ordinary income 
tax—£14,000 at 6/-in#.... .. .. .. .. .. .. ~=—£4,200 
Super tax—#9,000 at 1/-in#.. .. .. 6. we wee. 450 


£4,650 
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(b) With Lloyds and other non-companies, £80,000. 
Deemed taxable income—£8,000. 
Assessment under s. 148 (5)— 
eet GD Gee Oe Ge BES 0. cc cc et te cn ee ll COR 


Section 148 (7) provides that any assessment under s. 148 (3) or (5), 
as illustrated above, shall be separate from any other assessment. This 
provision is included in order to insure that effect is given to the intention 
to calculate the tax payable under s. 148 independently of any tax payable 
in respect ofits own income by the company which made the election. 

Section 148 (8) provides the basis for allocating the total tax payable 
under s. 148 to the several non-residents with whom reinsurances have 
been effected. It was officially explained that this provision is necessary 
in order that the company acting as agent may have a statutory basis upon 
which it may determine the amount of tax paid on behalf of each non- 
resident with whom reinsurances have been effected. 

The following example illustrates the apportionment to be made under 
s. 148 (8). 

Assume the gross premiums in the last preceding example, totalling 
£140,000, were paid to the following companies: 


ee ere eT er ea eee, 


The taxes totalling £4,650 would be apportioned as follows: 
A: te os be ae ce es ee eee 


B: SEED bias ve. ve he Ks 1,660 14 


_* ET 4k. ns ke) ewe wars es 996 8 


£4,650 0 


Section 148 (9) adopts the general provisions of the Act in respect of 
the liability of agents to pay tax on behalf of their principals. The liability 
of the agent does not extend beyond the amount which has been due by him 
to the principal. 

New s. 148 applies in respect of income derived (whether by com- 
panies or individuals) during year ended 30th June, 1947 (or substituted 
accounting period), and all subsequent years. 


ABOLITION OF WaAR-TIME (CoMPANY) Tax 

The War-time (Company) Tax Assessment Act was enacted in 1940 
and provided by s. 13 that war-time (company) tax should be levied and 
paid for all subsequent financial years “up to and including the financial 
year next suceeding that in which the present war terminates.” As part of 
its general review of taxation, the Government decided to discontinue the 
tax as from the close of the financial year at 30th June, 1947. Effect has 
been given to this decision by an Amending Act which omits from s. 13 the 
words “next succeeding that in which the present war terminates’’ and 
inserting in their stead the words “which commenced on the first day of 
July, 1946.” Section 6 of the War-time (Company) Tax Act has been 
similarly amended. The last year of company profits which will be subject 
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jo the tax is, therefore, the year ended 30th June, 1946, or the accounting 
iod substituted for that year. 
The Treasurer stated that “the Act will continue in operation for the 
purposes of assessments for the financial years 1940/1941 to 1946/1947 



















2,400 to enable assessments for those years to be finalised and also to enable 
original assessments to be made in the future in respect of those years. It 

or (5), ff is necessary to preserve the operation of those provisions in the Act under 

t. This @ which the Board of Referees is constituted as provision is made in the 

itention | Income Tax Assessment Act for certain matters arising thereunder to be 

payable § referred to the Board of Referees for decision.” 
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REGISTRATION OF TAX AGENTS 






A number of amendments have been made by the Amending Act of 1947 
to Part VIIA, which provides for the registration of tax agents. These 
amendments, which were made on the recommendation of a conference of 
representatives of the six Tax Agents Boards, are designed to increase the 
effectiveness, and to facilitate the administration, of the registration pro- 
visions. 
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Provisions Regarding Registration of Agents 
Section 251J, in its original form, provides that any individual, partner- 
ship or company desiring to be registered as a tax agent could make 
application to a Board for registration. In the case of a partnership or a 
company, the application must specify a partner or employee, respectively, 
as its nominee. If the Board was satisfied that the nominee was “‘a fit and 
proper person to prepare income tax returns and transact business on 
behalf of taxpayers in income tax matters,” the Board was required to 
register the partnership or company as a tax agent. It was officially stated 
that instances have arisen where a person, who had been refused regis- 
tration, had entered into partnership with another person who was then 
specified as the nominee. As it is the partnership or company which is 
registered as a tax agent, and not the nominee, it is proper that the Board 
should have specific authority to refuse registration if the unsuitability of 
the other partners or the reputation of the company justifies that course. 
Accordingly, s. 251] (2) has been amended to provide that in addition 




















ect of : : : , 
bility to the above quoted requirements as to the nominee of a partnership or a 
> him | Company the Board must be satisfied that: 








com- 


tuted (d) in the case of a partnership—every partner, or 






(e) in the case of a company—every director, and every manager or 
other administrative officer, 
is over 21 years of age at the date of application for registration, and is 
“of good fame, integrity and character.” 
It is to be observed that in considering the suitability of the partners, 
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ncial directors, etc.. (other than the nominee) regard is to be had to their 
rt of character and not to their qualifications and experience in taxation matters. 
» the Section 251J (10) has also been amended to provide that, in addition to 
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notification where any change takes place in the constitution of a partner- 
ship or where a nominee of a company ceases to be employed by it, a 
registered company must forthwith notify the Board “if a person becomes 
a director or a manager or other administrative officer of the company.” 

The above amendment operates from 3rd June, 1947. 
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Annual Notice by Tax Agents 


Under the original provisions of Part VIIA, registration continue 
indefinitely until cancelled by a Board for one of a number of specified 
reasons, such as death, bankruptcy, misconduct, etc. It was officially stated 
that it had been found in practice that it was necessary for the Board to 
have greater control over registered tax agents. With this object new 
s.251JA provides for the annual renewal of registration. However, no 
fee is charged for renewal. 

All tax agents registered on 3rd June, 1947, who desired renewal of 
registration were required to notify the Board accordingly in the approved 
form on or before 30th June, 1947. Thereafter, notification must be made 
within seven days after Ist April of each year. The Board is empowered 
to grant an extension of time. Failure to apply for renewal of registration 
will result in the cancellation of the registration of the tax agent (s. 251K 


(2A) ) 


Cancellation of Registration of Tax Agents 


Section 251K, which sets out the grounds on which the Board may 
cancel the registration of a tax agent, has been amended to authorise the 
Board to cancel the registration of a partnership or company if it is satis- 
fied that a newly admitted partner, or a person recently employed in an 
executive capacity by the company, is not of good fame, integrity and 
character. This is in conformity with the 1947 amendment to s. 251]. 

New s. 251K (2A) provides that the Board shall cancel the registration 
of a tax agent on failure to apply for renewal thereof within the time 
prescribed by new s. 251JA. 

Section 251K in its original form provided for a right of appeal toa 
County or District Court, Police or Stipendiary Magistrate, and courts of 
similar jurisdiction, from a Board’s decision to cancel the registration of 
a tax agent. Section 251K (5) provided that the decision of the court on 
the appeal should be final and conclusive. The Treasurer stated that as 
the question whether the registration of a tax agent should be cancelled 
was one of fact, it was considered that where the decision of a Board was 
over-ridden, especially by a court of relatively minor jurisdiction, a right 
of appeal should exist. Accordingly, new s.251K (5A) provides that an 
appeal shall lie from the decision of the court under s. 251K (5) to the 
Supreme Court of a State or Territory. Either the Crown or the tax 
‘agent may appeal. The decision of the Supreme Court on the appeal is 
final and conclusive. 

The new provision operates from 3rd June, 1947. 


Prosecution of Unregistered Tax Agent for Charging Fee 

Section 251L prohibits an unregistered person from charging a fee for 
income tax work, unless exempted under that section. The penalty pre- 
scribed is not less than £2 or more than £100. In its original form the 
section did not, however, specify a time limit within which a prosecution 
could be launched, with the result that s.21 (1)(c) of the Commonwealth 
Crimes Act applied to prevent action being taken against an agent who 
infringed s. 251L after the expiration of one year from the time the offence 
was committed. 

It was officially pointed out that offences of the above nature are 
frequently not discovered by the department until much later than one 
year. To remedy this defect new s. 251L (6) extends this time limit to 
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rs from the commencement of the offence. The new time limit corres- 
ds to that prescribed by other penal provisions of the Acts (cf. ss. 228 
and 230). 


Removal of Tax Agents’ Business to Another State 


New s. 251Q, inserted by the Amending Act of 1947, provides that where 
a registered tax agent, or a person exempted under s. 251L, removes his 
place of business, or his principal place of business where he has more than 
one, to another State, the Tax Agents’ Board in the State to which the 
agent or person has removed shall, for the purposes of Part VIIA, be 
deemed to be the Board by which the taxpayer or person was registered or 
exempted. He will thus come within the jurisdiction of the Board consti- 
tuted in the State to which he has transferred his business. 


SocrAL SERVICES CONTRIBUTION INCLUDED IN S. 159 REBATE 


Section 159 grants a rebate of tax in certain circumstances where income 
is taxed by both the United Kingdom and the Commonwealth. Under the 
original provision the only Commonwealth taxes taken into account in the 
calculation of the rebate were taxes imposed under the Income Tax Assess- 
ment Act. It was officially stated that when the social services contribution 
was imposed it was not intended that that levy should be excluded in the 
calculation of the s. 159 rebate. Accordingly new sub-section (3A) was 
inserted in s. 159 by the Amending Act of 1947. That sub-section pro- 
vides, in effect, that social services contribution is to be brought within 
the s.159 rebate. It is also provided by s. 38 of the 1947 Act that the 
foregoing amendment shall apply retrospectively to assessments for year 
of tax ended 30th June, 1946, i.e., from the inception of social services 
contribution. 


REVOCABLE TRUSTS 


The taxpayer owned shares in an investment company. In order to make 
provision for his sisters, he covenanted, by deed, to pay to trustees for their 
benefit the net amount of all dividends paid on the shares. The taxpayer 
was assessed to tax under s. 38 (1)(a) of the English Act on the ground 
that he had power to revoke or otherwise determine the settlement. On an 
appeal by the taxpayer the Crown contended that while, on the face of it, 
the settlement was innocuous, in fact the taxpayer could prevent the pay- 
ment of any dividend and let the profits of the company accumulate, and 
then, with the help of another shareholder (the taxpayer’s brother) could 
wind up the company, when seven-tenths of the company’s assets would 
come to the taxpayer. Held that the power of revocation must be found in 
the terms of the settlement and not aliunde, and, accordingly, the taxpayer 
was not assessable in respect of the dividends (Wolfson v. I.R. Comrs. 


[1947] 2 All E.R. 150). 
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Prospective Improvements in Financial Statements 
Companies 
By A. A. FitzGERALp 


(A paper delivered at the Perth Conference of the Australian and New 
Zealand Association for the Advancement of Science, Section G, August 
1947) 


Introductory 

Between 1942 and 1945 a series of ten recommendations on accounting 
principles was issued to its members by the Council of the Institute o 
Chartered Accountants in England and Wales. The fact that the Institute 
had seen fit to make recommendations was in itself remarkable, because, 
although the Institute had received its charter as long ago as 1880, it had 
never until 1942 issued any recommendation relating to principles of 
accounting. 

Even more interesting is the nature of the recommendations. Apart 
from the first two of the series (which concerned two points which are not 
of particular interest in Australia) the recommendations dealt with the 
following matters: 

The treatment of taxation in accounts ; 

The inclusion in accounts of proposed profit appropriations ; 

Reserves and provisions ; 

Disclosure of the financial position and results of subsidiary companies 
in the accounts of holding companies ; 

Form of balance sheet and profit and loss accounts ; and 

The valuation of stock-in-trade. 

Each of these topics was dealt with from the standpoint of the published 
financial statements of limited companies, and the recommendations were 
made in the hope that they would be “helpful to members in advising 
directors as to what is regarded as the best practice.” 

In August, 1946, the Institute of Chartered Accountants in Australia 
followed suit by the issue of a small brochure containing recommendations 
differing little, except in order of arrangement, from those of the English 
Institute, and in November, 1946, a “first supplement” to the brochure 
was issued. The Australian recommendations cover the same ground as 
the English recommendations, except that valuation of stock-in-trade has 
not yet been covered. 

It may confidently be expected that the recommendations of the institutes 
will result in a substantial and rapid improvement in the general standard 
of company financial statements in England and Australia. In many 
respects, the recommendations do not go much further than the best models 
of balance sheets and profit and loss statements which have been voluntarily 
adopted by some companies, or than the specific requirements of the 
Victorian Companies Act, 1938. But they give authoritative endorsement 
to those models and the existence of such an endorsement will go a long 
way towards raising the general standard up to the level of the best practice. 
Moreover, in some very important respects the recommendations are aa 
advance on even the best statements so far issued. 

The improvements which may be expected to flow from the issue of 
the recommendations are the elimination of obscurities resulting from 
ambiguous accounting terminology, better grouping of items in balance 
sheets, insistence on consistency from year to year in the applications of 
accounting doctrine, and the virtual abandonment of the practice of creating 
and using secret reserves. 
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The following important features of the recommendations are selected 
for brief discussion in this paper. , 
I. The distinction between “reserves” and “provisions” and the 
purposes of such a distinction. 
II. The ‘‘valuation” of stock-in-trade for balance sheet and profit and 
loss statement purposes. P 
III. The disclosure of reserves. 


I 

In the past, the term “reserve” has been greatly misused and over-used 
in accounting. For a long time, the single term “reserve” was used to 
describe a variety of ledger accounts, of different natures and purposes, 
including : 

(a) profits or other surpluses withheld temporarily from distribution 
to shareholders; e.g., General Reserve, Dividend Equalisation 
Reserve ; 

(b) “capital” profits not available for distribution to shareholders; 
e.g., profits on sale of portion of the capital equipment, “book 
profits” on revaluation of assets; 

(c) estimated liabilities; e.g., reserve for taxation; and 

(d) estimated diminution in value, through use or obsolescence, of 
“fixed” assets; e.g., reserve for depreciation. 

Some thirty years or so ago, recognising the need to distinguish between 
surpluses on the one hand and provisions for known liabilities or diminution 
in assets on the other, some accountants began to use the expression “pro- 
visions” to describe ledger accounts of kinds (c) and (d) and to limit the 
use of the term “reserve” to kinds (a) and (b). At the same time, they 
distinguished between a “reserve” and a “reserve fund” by using the term 
“reserve fund” only in cases where a “reserve” was specifically repre- 
sented by readily realisable and earmarked assets. Another school of 
thought had distinguished between a “reserve” and a “reserve fund” by 
defining a reserve fund as an appropriation of profit, and a reserve as a 
charge necessarily made in determining profit. This alternative basis of 
distinction was thus similar to, though not identical with, the new dis- 
tinction between a provision and a reserve. 

The use of the term “provision” has been steadily increasing in recent 
years and it has become firmly established in accounting terminology; but 
many accountants have clung tenaciously to the idea that “reserve” can 
properly be used with several meanings. The recommendations of the 
institutes have settled this controversy. 

“A true appreciation of the financial position of a company as disclosed 
by its balance sheet may be rendered difficult or even impossible owing 
to lack of information as to the extent of undisclosed reserves and to 
insufficient distinction being made between (a) free reserves retained 
to strengthen the financial position or to meet unknown contingencies ; 
(b) capital reserves or other reserves not normally regarded as available 
for distribution as a dividend; (c) provisions for known contingencies ; 
and (d) provisions for reduction in book value of assets in excess of 
normal or estimated requirements. 

“The terms ‘reserves’ and ‘provisions’ are commonly regarded as 
interchangeable. Accounts would be more clearly understood if the 
term ‘reserve’ were applied only to reserves which are free, and the term 
‘provision’ were confined to amounts set aside for specific requirements. 

“Unless the amounts involved are stated, the trend of profits may 

obscured by transferring amounts to or from undisclosed accounts 
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of the nature of free reserves, by charging abnormal provisions or by 
utilising provisions no longer required. 
“It is therefore recommended that— 

(1) The following distinction should be made between reserves which 
are free and those in the nature of specific requirements ; the latter 
should preferably by described as ‘provisions’ ; 

(a) the term ‘reserve’ should be used to denote amounts set aside 
out of profits and other surpluses, which are not designed to 
meet any liability, contingency commitment, or diminution in 
value of assets known to exist as at the date of the balance 
sheet ; 
the term ‘provision’ should be used to denote amounts set aside 
out of profits or other surpluses to meet— 

(i) specific requirements the amounts whereof can be 
estimated closely; and 

(ii) specific commitments, known contingencies and diminu- 
tions in values of assets existing at the date of the 
balance sheet where the amounts involved cannot be 
determined with substantial accuracy. 

Reserves, as defined in (1)(a) above should be disclosed in the 


balance sheet. 
The term ‘reserve fund’ should only be used where a reserve is 
specifically represented by readily realisable and earmarked assets. 


As a general principle, ‘provisions’ as defined under (1) (b) (ii) 


should be disclosed in the balance sheet under one or more appro- 
priate headings. 


Where reserves are created or increased, the amounts involved, if 
material, and the sources from which they have been created or 
increased, should be disclosed in the accounts. In all cases the 
utilisation of reserves, and of provisions proved to have been 
redundant, should be disclosed in the accounts.” 

The English version includes also the following : 

“Only in circumstances where disclosure of the amount of a particular 
provision would clearly be detrimental to the interests of a company 
should it be included under another heading, for example, ‘Creditors’; 
the fact that such heading includes ‘provisions’ should then be indicated 
in the narrative.” 


The definitions of “reserve” and “provisions” used in these recommenda- 
tions are not formally perfect. The word “value” is used in a technical 
sense, as indicating, in respect of “fixed”’ assets, the unamortised cost of the 
asset, that is, the “value” remaining after portion of the fcost has been 
charged to profit and loss account, as an expired cost, by means of 
provisions for depreciation. Moreover, since “provisions” include pro-, 
visions for depreciation (which are costs and not “set aside out of profits”) 
as well as provisions for taxation and proposed dividends (which are “set 
aside out of profits”), it would have been preferable if the first part of the 
definition of “provisions” had been— 

“amounts charged against or set aside out of profits or other surpluses.” 


But the recommendations are intended to be used by accountants and there 
is little risk that technical aspects of the definitions will be misunderstood 
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by accountants, particularly as it is made clear in other parts of the 
recommendations that “value” is used in its accounting sense and that 
provisions include provisions for depreciation. 

Fundamentally, a balance sheet consists of three groups of items only— 

(a) Assets; 

(b) Liabilities ; 

(c) Net worth, shareholders’ funds, capital, surplus and reserves, or 
proprietorship. 

The significance of the recommendations regarding “reserves” and 
“provisions” is that it preserves this division. True reserves are part of 
net worth; provisions are either estimated liabilities or negative assets. 
Clear distinction between “reserves” and “provisions,” and insistence on 
disclosure of reserves and of transfers to and from reserves or provisions, 
will eliminate confusion caused by mixed groups or by uncertainty whether 
a specific item is a true reserve. And it will no longer be possible to conceal 
the existence of a reserve by the simple device of calling it a provision or 
grouping it with provisions. 

II 


In the preparation of a profit and loss account, stock-in-trade unsold or 
unused at the end of the period covered must be brought to account. In 
effect, though it may be shown as a credit in the account, it is a deduction 
from the cost of the stock acquired during the period. In the balance 
sheet prepared as at the end of the period, stock-in-trade unsold or unused 
at that date is included as an asset. 

One of the oldest and most respected rules of accounting is that, for both 
profit and loss account and balance sheet purposes, such stock-in-trade 
should be valued at “cost or market, whichever is the lower.” The rule has 
its origin and its justification in the natural desire of accountants to avoid 
over-optimism and to lessen risk that dividends may be paid out of capital. 
Hence the “doctrine of conservatism” in accounting—profits must never 
be anticipated, possible losses must always be provided for. 

It is difficult to defend the rule on logical grounds, and it has often 
been attacked, mainly by the academics. Some maintain that the only 
proper basis for “valuation” of stock-in-trade in either the balance sheet 
or the profit and loss account is cost ; others have argued that estimated net 
selling value should be used, whether it is below or above cost; some have 
questioned whether it is absolutely essential that the same basis should be 
used for both the balance sheet and the profit and loss account, and have 
been inclined to use cost only as the basis for the profit and loss account 
and estimated net selling value only as the basis for the balance sheet. 

Amongst practitioners there has been some uncertainty whether “market 
value’’ should be interpreted as estimated replacement cost or estimated 
net selling value ; and there are obvious practical difficulties in the ascertain- 
ment of cost, replacement cost, or selling value. 

Despite these attacks and despite its evident weaknesses, the rule is so 
well entrenched that it has come to be known as the “golden rule of stock 
valuation,” and there is little prospect that theoretical arguments will shake 
the faith in it of the great majority of practical accountants. Indeed, it is 
significant that, though the recommendations of the English institute are 
carefully designed to clear up uncertainties as to the interpretation of the 
tule, it is accepted without discussion as the usual basis for stock valuation. 

Whatever maybe thought of, the rule as an accounting device, it has been 
used as an instrument of financial prudence in an even more conservative 
way than the words “cost or market, whichever is the lower” can strictly 
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justify. The basis of valuation of stock-in-trade is given in many com- 
pany balance sheets as “at or below cost,” a distortion of the rule which 
obviously presents special opportunities for creation of secret reserves 
and for secretly drawing on such reserves when necessary in order to 
bolster-up the disclosed results of a bad trading year. 

Here, again, the recommendations of the English institute will be most 
useful in checking excessive conservatism and in removing both the 
temptation and the opportunity for manipulation of secret reserves. They 
emphasise the need for consistency in application of the basis of valuation 
adopted ; they accept valuation at the lower of cost or market value as the 
usual basis for balance sheet purposes; and, for profit and loss purposes, 
they say: 

“Profit or loss on trading is the difference between the amount for 
which goods are sold and their cost, including the cost of selling and 
delivery. The ultimate profit or loss on unsold goods is dependent upon 
prices ruling at the date of their disposal, but it is essential that provision 
should be made to cover anticipated losses.” 

They make it clear that “market value” should be interpreted as estimated 
selling price, less expenses yet to be incurred in respect of the stock. 

They conclude with the following vitally important clause: 


“Whatever basis is adopted for ascertaining cost or calculating market 
value, it should be such as will not distort the view of the real trend of 
trading results and should be applied consistently regardless of the 
amount of profits available or losses sustained. Any reduction in stock 
values which exceeds the provisions embodied in the above recom- 
mendations is a reserve and should be shown as such in the accounts.” 


Thus, there may be both a provision for expected loss on realisation of 
stock and a stock reserve. The provision, designed to reduce cost value 
to the lower of cost or net selling value, is a proper deduction from the 
asset, stock-in-trade ; the reserve, designed further to safeguard a company 
from unexpected future losses on realisation, is a true reserve which 
should be included in the “net worth” group in the balance-sheet. Amal- 
gamation of the provision and the reserve into one deduction from the 
asset would involve the creation of a reserve, concealed by describing it 
as a provision; amalgamation of the asset, the provision and the reserve 
into one item, described as “stock-in-trade, at cost or less,” would involve 
the same concealment. 


III 
The methods most commonly used for creation of secret reserves are: 


(a) Concealed under-valuation of assets by excessive provisions for 
depreciation (fixed assets) or losses on realisation (stock-in-trade). 

(b) Concealed over-statement of liabilities by excessive provisions for 
liabilities, such as taxation. 

(c) Misdescription of reserves as provisions, or the inclusion of reserves 
in a balance sheet in a group of liabilities. 

(d) Mingling together in one group reserves and provisions in such a 
way as to make it impossible to discover what part of the mixed 
group consists of true reserves. 


Secret reserves, so created, may be drawn upon, without disclosure, by 
transfers from true reserves to provisions, thus making it unnecessary to 
charge provisions against the profits of the period in which the transfer 
is made. Secret reserves created in prosperous years by large provisions 
for taxation which were subsequently found to be excessive and were 
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drawn upon by gradually bringing them back to the credit of profit and 
Joss account in years of depression were the devices which called forth 
trenchant judicial comment in the Royal Mail Steam Packet Co. Ltd. case. 
In that case, Mr. Justice Wright criticised the tendency to treat share- 
holders as “sheep who would look up if they were not fed,” and, referring 
to the so-called “taxation reserves,” he said: “It might be that there was a 
reason for calling them reserves. If they were reserves they were undis- 
tributed income, and if they were undistributed income they could be used 
for paying dividends.” The point on which the case turned was not so 
much that the reserves had been secretly created as that they were secretly 
used and investors were thus kept in ignorance of the fact that current 
operations of the company were being conducted at a loss. 

But if secret reserves cannot be secretly used there is little point in 
keeping them secret. The old supposed justification of secret reserves 
was that they were in the true interests of shareholders. Everybody so 
enthusiastically applauded reserves as an aspect of financial prudence that 
they were inclined to welcome reserves of all kinds, whether disclosed or 
secret. In fact, the merit attributable to the reserves was often, more or 
less unconsciously, transferred to the secrecy. Nowadays, no one questions 
the need for reserves, but, as the recommendations of the institute show, 
secrecy is not acceptable. So the secret reserve is on its way out from 
company financial statements. 

The recommendations of the institutes are aimed at both the creation 
and the use of secret reserves. The distinction between reserves and 
provisions, the recommended disclosure of provisions under appropriate 
headings, and, above all, the emphasis on consistency in the application of 
bases of valuation of stock-in-trade will all help. Particularly interesting 
is the indication that, when a provision is excessive, the excess should be 
treated in the accounts as a reserve. One specific instance of this is the 
writing down of stock-in-trade below the figure determined by the appli- 
cation of the “cost or market” rule. Another, of the same kind, is contained 
in the recommendations relating to provision for depreciation of fixed 
assets and its disclosure in financial statements. 

Depreciation in accounting is a provision for expired cost of a long-lived 
asset; that part of the cost of the asset which has been used up in the 
earning of income is treated as expired cost; that part which has not yet 
been used up is carried forward in the balance sheet with the intention 
that it will be charged against future earnings. Depreciation provisions 
are thus based on the known cost of the asset and on estimates of its 
effective service life and its realisable value when finally retired. These 
estimates are difficult, but there are recognised ways of making them and 
of spreading the cost of a long-lived (“‘fixed”) asset over its service life. 

Three important points should be emphasised : 


(a) Depreciation is an apportionment of historical cost; it has nothing 
to do with estimated replacement cost. 

(b) Estimates of the effective life of an asset depend upon knowledge 
and experience of the rate at which equipment of particular kinds 
will wear out or become obsolete. 


(c) Depreciation is not concerned with unforeseen obsolescence. 


Nevertheless, in the interests of financial prudence, it may be desirable 
for profits to be retained in order to safeguard a company against financial 
strain because of increases in replacement costs of its plant or a sudden 
unforeseen obsolescence. The distinction here is clear. In determining 
prefit, accounting must provide for depreciation as it occurs: financial 
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management may decide, in addition, to reserve part of the determined 
profits as reserves against contingencies. Hence the recommendation: 


“Amounts set aside out of profits for obsolescence which cannot be 
foreseen, or for a possible increase in the cost of replacement, are matters 
of financial prudence. Neither can be estimated with any degree of 
accuracy. They are in the nature of reserves and should be treated as 
such in the accounts.” 

Creation of secret reserves by over-statement of liabilities or by including 
reserves in the liabilities group will be made more difficult if the recom- 
mendations are carried out, because one recommendation is that items in the 
“current liabilities and provisions” group should be classified to disclose 
their nature and amount. Concealed use of secret reserves by transfers 
from reserves or redundant provisions will be made more difficult by the 
recommendations relating to reserves and provisions and by the further 
recommendation that the profit and loss statement should— 


“disclose any material respects in which it includes extraneous or non- 
recurrent items or those of an exceptional nature, and should also refer 
to the omission of any item relative to, or the inclusion of any item not 
relative to, the results of the period.” 


The issue of the recommendations is an outstanding event in the evolution 
of accounting, because it brings the full weight of the organised profession 
to the support of individual accountants in their attempts to influence for 
the better the form and contents of company statements. 

But, lest too much be expected all at once from the recommendations, it 
should be emphasised—as a preamble to one of the recommendations 
does emphasise—that, subject to compliance with Companies Acts (which 
specify bare minima), the form in which company statements are sub- 
mitted to shareholders is a matter within the discretion of directors. The 
best that accountants and auditors can do is to advise directors as to good 
practice. Their efforts in persuasion will be more likely to succeed now 
that they can all speak with one voice and that they can, when necessary, 
appeal to the recommendations for authoritative support. But it will still 
be necessary to convince some boards of directors of the need for improve- 
ment in their financial statements to their shareholders and of the ways in 
which that improvement can be effected. However, many large companies 
have already gone a long way in the right direction, and there has been 
a tremendous improvement in the form of company balance sheets in 
Australia during the last ten years or so. It may be expected that the 
immediate result of the issue of the recommendations will be that many 
more will follow the good examples, and that, within a few years, unin- 
formative or unskilfully prepared company financial statements will be rare 
exceptions. : 

Since this paper has been prepared for a meeting mainly of economists, 
another note of warning may be sounded. Financial statements are pre- 
pared primarily for the information of shareholders ; and the recommenda- 
tions are designed to increase their value for that purpose by codifying 
and clarifying accounting doctrine. Like any other “special-purpose” 
statements, they may need to be used, in the absence of more suitable 
material, for purposes other than their primary purpose. The recom- 
mendations may result in changes which may make the statements more 
suitable for those other purposes; but they will not change accounting 
theory and the best accounting practice. On the contrary, they will 
reinforce existing accounting concepts of profit, value, capital and assets. 
Between these concepts and those of the economists there are wide gaps 
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which the recommendations do not bridge. Accounting statements are, in 
part, records of fact, and in part expressions of opinion. It is not desirable, 
for accounting purposes, either that they should become entirely statements 
of fact or entirely expressions of opinion. It is desirable that, in so far as 
they are expressions of opinions, the opinions should be reached by the 
application to the recorded facts of informed judgment based on experience 
and on doctrines consistently applied from year to year and from case to 
case. This is the real objective of the recommendations. A balance sheet 
does not purport to contain a statement of assets at realisable values or at 
replacement values. It may be that, for some of the purposes of economic 
investigations, such a statement of values would be most useful. But any 
attempt to convert accounting statements in such valuation statements would 
minimise their value to shareholders and destroy the bases of accounting 
theory. If information of a kind different from that at present given in 
well-prepared financial statements of companies is needed by economists, 
it should be sought through supplementary statements rather than through 
revolutionary changes in accounting practice. 

The Cohen Committee on company law amendment in the U.K. gave 
some thought to the question whether company balance sheets and profit 
and loss statements should disclose detailed information of the kind useful 
for economic purposes, and rejected suggestions to that effect. In its report, 
dated June, 1943, the committee said : 

“We have considered suggestions that, to assist those responsible for 
framing general economic policy, companies should be required to dis- 
close in their accounts details of sales, expenses of production, selling 
and distribution, administration and management, and other like details. 
In our view, however, such information could not be given in sufficient 
detail to achieve the object in view without loading the published 
accounts, of which the primary purpose is to convey financial information 
in a form that can be assimilated by shareholders and creditors, with so 
much detail as to fail in that purpose. We consider that information 
required for general economic purposes would be more appropriately and 
conveniently obtained through some such machinery as the Census of 
Production Act, under which information could be required in greater 
detail than would be practicable in published accounts.” 


The committee recognised also the inherent limitations of the balance 
sheet and the fact that it would be undesirable to attempt to make it show 
more than it is capable of showing, in the following words: 

“As stated in the evidence of the Institute of Chartered Accountants, 
the functions of a balance sheet may be stated briefly to be an endeavour 
to show the share capital, reserves . . . . and liabilities of a company at 
the date at which it is prepared, and the manner in which the total moneys 
representing them are distributed over the several types of assets. A 
balance sheet is thus an historical document and does not as a general 
rule purport to show the net worth of an undertaking at any particular 
date or the present realisable value of such items as goodwill, land, 
building, plant and machinery nor, except in cases where the realisable 
value is less than cost, does it normally show the realisable value of 
stock-in-trade. Moreover, if a balance sheet were to attempt to show 
the net worth of the undertaking, the fixed assets would require to be 
revalued at frequent intervals and the information thus given would be 
deceptive, since the value of such assets while the company is a going 
concern will in most cases have no relation to their value if the under- 
taking fails.”’ 





THE AUSTRALIAN ACCOUNTANT 
Accounting for Stock in Trade 


By W. M. Scott, DIP.coM., F.1.C.A. 


1. Although, in recent years, text books have been increasingly stressing 
the importance of records designed to control quantities and values of stock, 
it is an incontrovertible fact that the records of most businesses in this 
regard are still either completely non-existent or of a relatively elementary 
nature. It is difficult to appreciate why many accountants and business men 
should meticulously record cash expenditure but fail to record the receipt 
and disposal of valuable stock—almost regarding annual stock-taking as an 
unavoidable nuisance which must be endured to enable some picture to be 
obtained of the result of the year’s operations. 

2. Whilst it must be admitted that, in a large business, control of both 
quantities and values of materials and finished goods by means of manual 
records would be a most onerous task, the use of modern accounting 
machines has completely altered the position and made it incumbent on 
every business man to consider whether he can afford to be without adequate 
stock and material records. In the ensuing paper it is proposed to deal 
with the many advantages which accrue from the keeping of stock records, 
not only in regard to the actual stock recording, but in the consequent 
improvements which must follow in both the receipt and disposal of the 
relative goods. It is also proposed to deal with the question of valuation 
of raw materials, work in progress and finished stocks. It is not proposed, 
however, to give rulings of the required records, but to limit remarks to 
the objectives to be sought and the advantages to be gained by adequate 
stock recording. 

3. Businesses may be divided into two main categories: 


(a) Those which purchase raw materials and supplies for con- 
version to finished goods; 

(b) Those which purchase goods for sale in substantially the same 
form as purchased, e.g., warehouses and retail establishments. 


MATERIALS CONTROL 


4. Purchase Orders. In any manufacturing business, large or small, it 
is essential that all buying be related to orders in hand or in prospect, and 
this applies whether manufacture is for stock lines or for specific orders. 
In either case the materials to be ordered will be determined by the planning 
or production department, the main difference being that long-range plan- 
ning and placing of orders are possible where manufacture is for stock 
purposes. In either case, the objective is to relate purchases to the pro- 
duction programme and avoid, on the one hand, delays arising from material 
shortages and, on the other hand, the crowding of store space and the 
unwarranted locking up of capital which result from overstocking. Where 
stock manufacture is repetitive, maximum and minimum quantities to be 
held for various materials can be determined and recorded on the relative 
material stock card, buying being controlled accordingly. 

5. The production plan having been decided upon, purchase requisitions 
will be issued by the authorised officers to the buying department and, 
dependent on the stock already held, purchase orders will be placed with 
suppliers. It should be a definite rule that all purchase orders be in writing, 
and if originally given by telephone or personally to travellers, a con- 
firmatory order in writing should also be given. 
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6. The purchase order would be numbered and dated and would show 
quantity, description and price of the materials ordered, together with 
instructions regarding delivery. Generally they would be issued in triplicate 
for use as follows: 

(a) Original to supplier. 
(b) Second copy to stores department. 
(c) Third copy retained by buying department. 

7. A record should be kept of all outstanding orders and it may be 
feasible to combine this record with the relative stock card. 

8. Stores Department Inwards Records. On receipt of the materials 
they are related to the copy of the Purchase Order and a Goods Received 
Docket is made out, in duplicate, setting out the date, supplier’s name, 
quantity received and the signature of the person receiving and checking 
the goods. Provision would also be made for the reporting and recording 
of discrepancies, whether quantitative or otherwise, between materials 
ordered and those actually delivered. 

9. One copy of the abovementioned docket will form the posting media 
for the stock record, and provision should be made for conversion of 
quantities shown by invoices to selected units, and for the showing of unit 
price and total value. The unit to be adopted will be that in which the 
relative materials is normally issued, and one copy of the docket will be 
used for making the necessary entries on the stock card. The other copy 
will be checked with the supplier’s invoice and attached thereto and will 
form the necessary authority for credit of the amount thereof to the 
supplier’s account and for subsequent payment. In addition to the stock 
cards, which should be kept by officers other than those responsible for the 
physical control of stock, receivals and issues would also be controlled by 
bin cards. 

10. Physical Control of Stock. If materials are to be readily accessible 
and deterioration therein avoided, it is essential that the design and location 
of storage facilities should be given careful consideration when the original 
lay-out of the factory is planned. The extent and number of the stores 
would depend on the size of the factory and the nature and diversity of 
the goods produced therein. Generally it is sound policy to have separate 
stores for raw materials, maintenance supplies, partly manufactured and 
finished goods, and, so far as the set-up of the factory will allow, not to 
have similar material in two separate stores. 

11. The raw materials and maintenance supplies stores should be suit- 
ably situated for the convenient receipt of goods from suppliers and also 
for the issue thereof to production centres. The parts store should be 
convenient both to production centres and the assembly department, whilst 
the finished goods store should be planned to ensure the greatest ease in 
delivery of goods to customers. So far as practicable the size of stores 
and the rack and bin space provided should allow for all reasonable 
prospective expansion of operations, as alterations are costly and often lead 
to inefficiency. The use of prefabricated steel racks and bins, which can be 
altered to any size required by simply moving shelves to existing punched 
bolt holes, is to be recommended, as this will often prevent more extensive 
re-arrangement of the location of materials in the store with consequent 
upset of coding and indexing thereof. 

12. All materials should be suitably coded and an index kept by the 
storeman of the location of the various racks and bins and the contents 
thereof so that the aim of all good storekeeping would be achieved, namely, 
having the “right goods in the right place at the right time.” 

13. Machine jigs and tools should be located in a separate store readily 
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accessible to production centres and should also be classified under suitable 
symbols which would be used in requisitioning tools for each job. 

14. Issue of Materials. A requisition form, signed by the foreman or 
other authorised officer, would be the authority for the issue of materials 
from store, and from copies of this order stores and costing records would 
be built up. The actual mode of issue, that is, whether the workman goes 
to the store or the material is taken to the production centre, would depend 
on the size and lay-out of the plant, but the important matter from the 
viewpoint of materials control is that none but those duly authorised should 
have access to the store itself. Generally speaking, material which has been 
longest in stock should be the first to be issued, and this is particularly 
.important where deterioration in quality is likely. 

15. For actual entry on the stores and costing records, and particularly 
where machines are employed, it may be advisable to prepare separate 
slips for each class of material issued, showing quantities in recorded units 
and also showing the value of each class of material issued. Machines can 
be obtained which in the one operation will credit the issue to the relative 
material card and also record the debit to the relative cost card, at the 
same time building up control accounts for the aggregate money value of 
both sets of entries. 

16. Pricing of Requisitions. This will depend on the policy of the firm 
concerned and the costing system in vogue. The most usual methods are 
outlined hereunder; but those shown do not exhaust the various methods 
which may be employed. 

(a) Average Cost. This method entails the determination of a new 
average cost after each separate purchase of the relative materials, 
but the figure is unaffected by issues. It has the effect of ironing 
out variations in price and was made popular by its virtual 
adoption by price control authorities. 

First-in-first-out Method. This method is based on the assump- 
tion that all materials purchased at one price are issued before 
subsequent purchases at varying prices are used. It has the 
advantage of simplicity, particularly where records are kept 
manually, 

Last-in-first-out Method. This policy is often adopted when 
prices are tending to rise. 

Standard Cost. This involves the taking on charge of materials 
originally at standard cost and the writing off to variance accounts 
of price overs and unders at the time of purchase. If standards 
are reviewed at reasonable intervals prices will generally approxi- 
mate to average cost. 


Parts CONTROL 


17. After being passed by the Inspection Department manufactured 
parts are taken on charge at actual or standard cost, dependent on the 
particular costing system in operation. Cost will include raw materials 
and production wages, and, again dependent on the system, may or may 
not include an allowance for manufacturing overhead. Generally, manu- 
factured parts will be kept in a separate store and their issue to sub- 
assembly departments and for final assembly will be made in substantially 
similar fashion to that set out for raw materials, the usual practice being 
to requisition all parts required for the particular assembly operation. 
Separate stock cards will be kept showing quantities and values of each 
part and control accounts kept of values departmentalised as required. In 
certain industries the flow may be continuous from raw materials to the 
finished product and a system of process costs would be employed. 
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FINISHED Goops CONTROL 


18. Inwards Stock Records. On completion and passing by the Testing 
or Inspection Department the goods will be taken on charge as finished 
goods ready for sale, and at this stage it may be considered sufficient if 
quantity records only are kept, in which case some system of hand-kept 
records on flat visible cards may be preferable to accounting machine 
records. The Inspection Department report or delivery slip will be the 
basis of the inwards entry on the stock card and, in addition, a bin card 
may be kept by the storeman. 

19. Customers’ Orders and Sales Invoicing. Customers’ orders will 
either be received through travellers or direct to the factory in writing, by 
telephone or verbally. Where telephone or verbal orders cannot be filled 
immediately it will be necessary to make out an order slip and mark off as 
supplied. All sales invoices will be made out on numbered forms, the 
number of copies varyingéwith the system used. 

20. Copies could be used as under: 

(a) First copy—Invoice to customer. 

(b) Second copy—For departmental use in marking off to stock 
records, travellers or district sales records, etc. 

(c) Third copy—To Accounts Department for debiting to cus- 
tomers and crediting to relative departmental sales account. 

(d) Fourth copy—Delivery docket to customer (if required). 

(e) Fifth copy—To be signed by customer in acknowledgement 


of goods. 
21. The fourth and fifth copies would be short-cut to omit price and 
money extensions and would be the authority to the storeman for effecting 
delivery. If the invoice were sent with the goods the fourth copy might 


not be necessary. 

22. The above system would ensure that no goods left the factory 
without being invoiced and would reduce to a minimum the work involved 
in invoicing. 

23. Although the procedure is seemingly elementary and is in fairly 
universal operation, the writer knows of a case where, in an otherwise 
well-organised establishment, four separate documents were prepared in 
connection with each sale made, namely: 


(a) Written copy of customer’s order prepared in all cases. 

(b) Stores requisition as authority for storeman to deliver. 

(c) Delivery docket prepared by storeman. 

(d) Invoice subsequently prepared by office. 

24. Not only is considerable extra work involved, but the chances of 
errors both of omission and commission are greatly increased with each 
separate writing. 

25. There are cases where the system outlined will not apply, a typical 
instance being a factory doing jobbing work where costs would probably 
not he available when work is ready for the customer. In such a case, 
control could be obtained by allocation of a job number to all work passing 
through the factory and the subsequent linking of all job numbers to sales 
invoices. The important factor is that the system should be such that, 
unless with collusion between employees, no goods can leave the factory 
in an unauthorised fashion and that all deliveries should be linked with 
invoices in as simple a manner as possible. 

26. Credits for Returns and Allowances. Credits for returns would 
originate from a stores-credit slip prepared by the storeman receiving the 
goods and the subsequent issue of credit notes for both returns and allow- 
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ances would be carefully controlled by a responsible officer. Damaged or 
imperfect goods requiring reconditioning would require special treatment 
both as regards stock recording and possibly as to the extent of the credit 
granted. 

27. Interdepartmental Transfers. Stock moved from one department to 
another would be recorded on transfer dockets which would generally be 
prepared by the requisitioning department. Provision would be made for 
any necessary marking off in stock records and also for the debiting and 
crediting of the accounts of the respective departments concerned. 


WHOLESALE WAREHOUSES 

28. Again stock movements should be controlled from the issue of the 
purchase order until conversion into cash or accounts receivable, but as 
stock is usually sold in substantially the same form as purchased, con- 
siderably less work is involved and it may suffice to keep quantity records 
only. Irrespective of the nature of the actual stock records, the objective 
should be to ensure, as far as humanly possible, that all stock purchased 
comes into the warehouse and that no stock leaves the premises without 
the value thereof being charged to a customer or its being paid for in cash, 

29. A system of control by stock cards is usually practicable, but where 
relatively cheap lines are sold in small quantities, detailed records may not 
be justified and, in such cases, sales could be made from an open stock 
and card records be kept only for bulk stocks and larger type sales. 


RETAIL EsTABLISH MENTS 


30. Other than for expensive items such as furs, high-class jewellery 
and the like, it is usually impracticable to keep detailed stock records in 
retail establishments. Again, however, the system should ensure that no 
stock is paid for unless actually received and that all sales transactions are 
adequately supervised. The ticket-issuing cash register is an important 
part of the equipment of any store, and, if there is a strict rule that a ticket 
must be handed to the customer with every sale, reasonable control of 
takings can be maintained. Dependent on the size of the establishment, 
credit sales will be controlled by the issue of dockets for each sale or again 
by ringing up on a cash register, together with subsequent debiting in each 
case to the account of the customer concerned. 

31. Actual physical control of stock is generally a matter of adequate 
supervision with a view to prevention of pilferage and deterioration through 
careless handling by store staff and customers. 

32. Retail Inventory Accounts. Aggregate control of stock is best 
effected by some system of retail inventory accounts. Control can be 
effected on the basis either of cost or selling price, an essential in each 
case being adequate departmental classification of sales according to profit 
margins. 

33. Where control is on a cost basis, each departmental account is 
debited with its trading purchases at cost and is credited with departmental 
sales—also at cost, the balance representing the cost value of departmental 
stock on hand. Cost of sales may be ascertained by deducting the estimated 
gross profit margin as a percentage from the total sales figure. Whilst 
price control has, in many instances, resulted in a steadily declining gross 
profit margin, shortage of stock has led to a comparative absence of bargain 
sales, with more accurate predetermination of the percentage of gross profit 
to sales. 

34. If dockets are made out for each sale, the practice is sometimes 
adopted of marking the cost on each sales docket, totals of both sale and 
cost values being accumulated on adding machines. This method involves 
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increased clerical work, but is more satisfactory in the case of higher priced 
goods, particularly where changes in fashion may result in considerable 
variations in selling prices. 

35. Control on a selling price basis involves the entry of selling price 
as well as cost in a suitably analysed departmental purchase journal. In 
the case of a chain store organisation, where bulk stock records are kept 
on a cost basis but branch stocks are controlled at selling price, the keeping 
of branch transfer records at both cost and selling price is necessary. If 
adequate records are kept of variations in selling price by means of “mark- 
up” and “mark-down” dockets, the balance of the departmental or branch 
stock account should represent the value of stock on hand at selling price 
less any losses by theft or unrecorded variations of selling price. 

36. In all cases a periodical check on the physical stock is necessary 
and where control is on a selling price basis, pricing of stock sheets will 
be made on a Similar basis, the resultant figure being reduced to cost by a 
percentage deduction based on the departmental or branch margin of gross 
profit. 

37. In many large departmental stéres the practice is adopted of taking 
the stock of different departments on varying dates, anything up to a month 
or more before the actual balance date. This enables additional stock- 
taking staff to be drafted to each department in turn and also spreads the 
very considerable work involved in pricing and computing the stock sheets, 
enabling the accounts in turn to be finalised at an earlier date than would 
otherwise be possible. In one case known to the writer, the adoption of 
this practice has enabled the general manager to attend each departmental 
stock-taking, with very considerable consequential benefits to the store. 
The value of purchases of each department from date of stock-taking to the 
balance date is added to the stock-taking total and sales at computed cost 


for the relative period deducted therefrom, the resultant figure being a 
reasonably accurate reflection of the value of each department’s stock on 
hand at the balance date. 


ADVANTAGES OF STOCK RECORDING 

38. No system of recording or figure control can prevent or offset losses 
arising from careless and inefficient physical handling of stock, and in 
times like the present, when there is a world shortage of most commodities, 
it is a national’ duty to take all steps possible to prevent deterioration and 
wastage. Experience, however, proves that the provision of the necessary 
information for adequate stock recording invariably leads to consequential 
improvements in the physical storage and handling of the stock itself. 

39. In addition to the control of quantities and values of materials and 
goods on hand and on order, the following are some of the advantages 
which accrue from the keeping of adequate records: 

(a) Buying Control. Stock records show clearly materials consumption 
and/or stock turnover and are an invaluable guide both for the buying and 
the production planning departments of a factory and for the departmental 
buyers of a warehouse or retail store. Under-buying can result in shortages 
of raw material for manufacture, loss in turnover and non-receipt of 
quantity buying discounts. On the other hand, absence of records and the 
temptation to profit by quantity discounts can lead to over-buying with 
resultant unnecessary tying up of capital, loss through deterioration and 
obsolescence, and, particularly in the case of fashion goods, the necessity 
for jobbing out surplus stocks at prices far below original cost. Quantities 
and values of stocks on order, sources of supply and prices are also readily 
available for each class of stock. In the case of materials or stock which 
are standard to the business, the fixing and recording on the stock cards 

c 
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of maximum and minimum quantities, provided such quantities are intelli- 
gently reviewed at periodic intervals, can reduce the buying of such lines 
to an almost automatic procedure. This results in the saving of the time 
of senior executives as well as avoiding the loss and inconvenience caused 
by failure to maintain adequate stocks, particularly where supplies come 
from overseas. 

(b) Customer Information. Stock cards may also record sales to indi- 
vidual customers and selling prices, which information may be further 
supplemented by separate cards for each customer showing details of sales 
thereto. 

(c) Physical Control. Factory materials and warehouse stocks cannot 
be completely overlooked and “buried”. Anyone connected with a large 
organisation which lacks adequate records knows that this can, and does, 
happen. Actual, although unauthorised, burial of spoiled production is also 
not unknown. , 

(d) Accounting and Insurance Records. Where values also are recorded, 
control accounts provide reasonably accurate figures for preparation of 
interim trading accounts without the necessity of actual stock-taking. Par- 
ticulars are also available for insurance purposes and the benefit obtained 
of the many advantages accruing from monthly “declaration” policies. 

(e) Budgetary Control of Stocks. The actual capital investment for any 
one class of stock, department or branch can be predetermined and con- 
tinuously controlled. 

(f) Perpetual Inventory. Annual stock-taking can be largely eliminated 
by placing reliance on the figures shown by the stock cards. Physical stock- 
taking of different lines will be made throughout the year and the resultant 
figure compared with the card record. Discrepancies will be investigated 
and authority obtained for any necessary adjustment to the records, the 


card balance being initialled as evidence of agreement with the physical 
stock-taking. Provided all cards are agreed with actual stocks within a 
reasonable time of the balance date, only the more valuable items need be 
actually counted, the card records being relied on for the balance of the 
stock. In the absence of records, stocks on hand are usually valued at 
current market prices, but records enable actual or average costs to be 
applied. 


VALUATION OF STOCK IN TRADE 

40. The almost universally accepted text-book dictum for the valuation 
of stocks is “cost or market value, whichever is the lower.” Each of the 
terms “cost” and “market value’ is capable of a wide variety of inter- 
pretations and, within these interpretations, it is possible for there to be 
an honest but considerable difference of opinion as to the value of individual 
items. Which of the many recognised bases of “cost” is it proposed to 
adopt, and what ‘is the “market value” of a sheet of metal which has been 
cut into small pieces in preparation for the manufacture of a specified 
article? These are but two of the questions which might result in widely 
differing stock-valuations. 

41. In practice the “doctrine of conservatism” is still widely observed, 
despite the objections thereto voiced by most modern writers on accounting. 
In a survey by Mr. A. A. Fitzgerald of the published accounts of 4 
Victorian companies (The Australian Accountant, December, 1944) the 
description of the bases of valuation indicated that most companies wert 
, valuing stocks “at or below cost” and that only in two cases was the 
valuation made at the “lower of cost or replacement value.” Mr. Fitzgerald 
states: 

“Thus two only of the companies expressly used the so-called ‘golden 
tule.’ The descriptions used by the others suggest that in the great 
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majority of cases ‘cost’ determines the ceiling value, whilst the floor is 

some indeterminate value less than cost not necessarily determined by 

market replacement value.” 

42. In the same article figures are quoted showing that, in 29 instances, 
stock comprised 15% or more of the total assets. Mr. Fitzgerald con- 
tinues : . 

“The conclusion as to the importance of stocks as an asset is fortified 
(if fortification is needed) by the fact that in only three instances out 
of the 40 examined did the value of stocks at the end of the trading 
year represent less than 50% of the disclosed profit for the year before 
providing for tax; in ten other instances it was less than 100% of the 
disclosed profit ; and in the remaining cases it comprised 100-200% (six 
companies ), 201-300% (nine companies), 301-400% (eight companies), 

401-500% (two companies) and more than 500% (two companies) of 

the disclosed profit.” 

43. No further evidence is required of the all-important bearing of stock 
valuations in the determination of trading profits and the necessity for 
valuations to be made on a consistent and acceptable basis. The figures 
also demonstrate the distortion of results which arises where stocks, which 
have been adequately depreciated by the management, are subjected to a 
further “cut”? by the board of directors so that disclosed results will not 
show too much variation compared with those of prior years. Such prac- 
tices, which conceal the true results of the business from both shareholders 
and the public, are to be condemned and their adoption, even in a relatively 
few cases, leads to the widespread distrust of published company results 
evinced by some sections of the community. 


BASES OF VALUATION 


44. It is now proposed to examine, in some detail, the various accepted 
bases of cost valuation and to endeavour to establish to what extent they 
should be adopted in practice. It is also proposed to examine the modern 
accounting concept of matching actual costs against income with the 
consequent corollary that any departure from cost in valuation of stock 
must be reflected in a balance sheet provision or reserve. 

45. Some consideration has already been given to various methods of 
determining cost in the section dealing with pricing of material requisitions, 
and it is now proposed to amplify these remarks and also to deal with other 
recognized methods of valuing stocks on hand. 

46. Average Cost. As already indicated, this method has the effect of 
smoothing out profit variations arising from differences in purchase price 
or cost of production. It should preferably be determined on a weighted 
average basis and, with the aid of a calculating machine, the process of 
determining the new average cost is comparatively easy. A simple example 
is given hereunder : 


31st March 


Stock on Hand 50 @ 10/—- = £25 


Purchases 100 @ 15/- 75 


Average Cost 150 @ 13/4 £100 
Sales at Average Cost 60 @ 13/4 40 


Stock on Hand 90 @ 13/4 £60 


30th June 


47. First-in-first-out (“Fifo”). This method is based on the assumption 
that sales have been made in the same order as goods have been purchased 
or produced and the resultant valuation of stock on hand is more closely 
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related to replacement price. In the above example the figures would” 
read: 


3lst March Stock on Hand 50 @ 10/- £25 0 0 


Purchases 100 @ 15/- o= 75 0 0 


150 £100 0 0 


30th June Sales 50 @ 10/- = 
10 @15/- = 


”? ” 


60 32 10 0 


Stock on Hand 90 @ 15/- = £67 10 0 


48. The difference in stock valuation would be £7/10/-, equivalent to 
123% of the Average Cost valuation, and the resultant variation in per- 
centage of profit to cost of sales under the two methods of valuation would 
be considerable. 

49. This method (“Fifo”) is probably that most universally used, being 
unconsciously adopted in many cases where, in the absence of stock records, 
the costing of stock on hand is done by reference to invoices for recent 
purchases. In fact this practice may still further accentuate the variations 
caused by changing prices by applying latest prices to quantities of stock 
in excess of that purchased at the relative price. 

50. Unit Cost. This method involves the identification of each separate 
article and may be adopted for items such as motor cars, pianos, and the 
like. It is closely linked to “Fifo” and has similar disadvantages insofar 
as stock valuations, in relationship to varying costs and selling prices, are 
concerned. 

51. Standard Cost. This method involves the pre-determination of a 
cost based on a standard material and labour price for production of the 
article. Overhead expense is also brought to account at a standard rate 
and may or may not be taken to account in valuing the article for stock- 
taking purposes. The method is particularly applicable to manufacturing 
establishments and has the effect of ironing out variations arising from 
temporary changes in costs and productive capacity. The method has the 
effect of smoothing over what are often fortuitous variations in production 
costs, and, provided standards have been carefully determined, is to be 
recommended. 

52. Adjusted Selling Price. This method is particularly applicable to 
retail establishments which adopt the retail inventory form of stock control 
described earlier. The estimated cost value of the stock on hand is deter- 
mined by deducting from the aggregate selling price a percentage equivalent 
to the normal gross profit margin. The resultant figure will approximate 
replacement cost. The method is also adopted for valuation of by-products 
and residuals, e.g., offal in a flour mill or tar and coke in a gas company, 
where such products are valued at full selling price with or without a 
percentage reduction to covering selling costs, the cost of the main product 
being reduced accordingly. Farm products, minerals, timber, etc., are 
further examples where this basis of valuation is advisable. 

53. Last-in-first-out (“Lifo”). This method assumes that the latest pur- 
chases are sold first and is based on the principle that profit on trading 
approximates to the difference between selling price and replacement cost. 
The advantages are that costs generally follow selling prices more closely 
than under other methods, with a consequent equalisation of the rate of 
profit for different trading periods. 
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54. Base Stock Method. This method is founded on the assumption 
that a certain proportion of the stock in every business is in the nature of a 
fixed asset and should be preserved at original cost. Where replacement 
cost falls below the base stock valuation it would be advisable to write off 
the difference as a special charge to the profit and loss account. The base 
stock is kept at a constant price, any stock held in excess of this minimum 
being valued at the average cost of the latest purchases. On the other 
hand, where the stock is less than the minimum, the difference between 
replacement price and the constant price is deducted from the total value 
of stock on hand computed at the base price. The method has a similar 
effect to “Lifo” in equalising profits of different trading periods. 

55. Replacement Cost. This method is again based on the fact that 
“a persistent volume of stocks must continue to exist if an even flow of 
commodities to the consumer is to be maintained.” The arguments in 
favour of adopting this method are given at length in an article by Mr. K. 
Lacey, published in The Accountant of 15th December, 1945. 

56. Mr. Lacey qtotes figures which show that, with normal stock 
valuation methods, something in the nature of a windfall profit accrues to 
a business in times of rising prices. This windfall profit is in fact needed 
to replace stocks at the inflated price, and the fact that much of it is taxed 
away from the business is a very serious matter. 

57. Mr. Lacey further contends that normal valuation methods “result 
in a deficiency in the distribution of purchasing power when prices are 
falling or a surplus distribution of purchasing power when prices are 
rising.” The contention is based on the fact that the more usual methods 
of valuing stock (“‘Fifo” and to a somewhat lesser extent “Average Cost’’) 
result in increased profits with consequential increases in dividends, bonuses 
and commissions when prices are rising, thus further increasing the demand 
for goods already in short supply and causing still further increases in 
prices. Conversely, when prices are falling, the above-mentioned methods 
of stock valuation result in reduced profits, with consequential reductions 
in dividends and other income and resultant lessening of demand when 
goods are in plentiful supply. Mr. Lacey contends that this causes 
accentuation both of booms and subsequent recessions and that the adoption 
of the charging of replacement cost against sales would do much towards 
rectifying the position. 

58. The arguments submitted by Mr. Lacey cannot be lightly dismissed 
and introduce considerations of general public welfare which many account- 
ants have so far failed to consider. 

59. Market Value. Having considered the various bases of cost valua- 
tion, it is now necessary to deal with the alternative basis of “market 
value.” In the tenth of its series of Recommendations on Accounting 
Principles, the Council of the Institute of Chartered Accountants in Eng- 
land and Wales defines “market value” as under: 

“The expression ‘market value’ is commonly interpreted as either: 

(i) The price at which it is estimated that the stock can be realised 
either in its existing condition or as incorporated in the product 
normally sold after allowing for all expenditure to be incurred 
before disposal ; or 

(ii) The cost of replacing the stock at the accounting date.” 

60. After considering the cases in which the alternative methods should 
be employed, the Council gives its recommendations, in which it states, 
inter alia: 

“(1) The basis of valuation for stock-in-trade should normally be the 

lower of cost or market value, calculated as in (2) and (3) below. 
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(6) Whatever basis is adopted for ascertaining cost or calculating 
market value, it should be such as will not distort the view of the 
real trend of trading results and should be applied consistently 
regardless of the amount of’ profits available or losses sustained. 
Any reduction in stock values which exceeds the provisions 
embodied in the above recommendations is a reserve and should 
shown as such in the accounts.” 

The emphasis is on (a) consistency in valuations, (b) complete dis- 
closure. 

61. The full text of the recommendations on “The Valuation of *Stock- 
in-Trade” is published in The Australian Accountant of September, 1945, 
and should be studied by everyone interested in accounting. 

62. Matching Costs and Income. In his work Accounting Concepts of 
Profit, Gilman writes: 


“Each purchase of merchandise, therefore, represents no more than 
an expenditure in the nature of a deferred charge to income and can 
have no relationship whatever to the extinguishment of prior deferred 
charges.” 

This is the basic theory underlying the concept of matching costs against 
income. Each replacement of merchandise sold is regarded in the light of 
a new venture, in contrast to the “persisting corpus conception” stressed 
by writers such as Mr. Lacey. 

63. Gilman contends that when stock on hand is valued at the lower 
of cost or market value the resultant cost of sales consists of dissimilar 
elements, namely : 

“(1) Actual cost of merchandise parted with, and 

(2) The difference between the cost of merchandise on hand and the 
value assigned to it at the time the inventory count was made.” 


64. He points out that the adoption of perpetual inventories auto- 
matically results in a balance sheet valuation of inventories at cost and 
shows up in pronounced fashion the alterations in inventory valuations 
arising from price adjustments. It is maintained that only actual cost of 
goods sold should be charged against sales and that any further adjustment 
of values should appear as a separate item in the profit and loss account. 
Alternatively, the stock could be shown in the balance sheet at cost, the 
net realisable value being carried parenthetically in an inner column on the 
face of the balance sheet or as a footnote to it. It is further maintained 
that results shown would be more consistent and accurate than under the 
rule of cost or market value. 

65. The main difficulty seems to be in determination of what is, in fact, 
cost. For example; if an order is received by a manufacturer for 1000 
‘articles it may be decided to lessen unit cost by manufacturing 2000, even 
at the risk of selling the second thousand at less than their arithmetically 
proportionate cost. Again, to obtain the benefit of quantity discount a store 
buyer may decide to purchase 500 ladies’ coats and be quite content to 
sell 300 at full mark-up and to job the balance at or below cost. This is 
quite a usual custom, and in the early war years, when shortage of supplies 
made the sale of surplus stock at bargain prices unnecessary, many retail 
stores made more than their usual margin of gross profit with consequential 
price control difficulties. In either of the above cases the question is 
whether one-half or three-fifths respectively of total cost is the correct 
charge against the initial higher priced sales or whether some additional 
charge should be made because of the reductions in unit cost price obtained 
through quantity production and buying. 
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66. Again, the determination of cost of sales is dependent on the cost 
value attributed to stock on hand, and altogether different results would 
be obtained in any given period where manufactured stock is valued at 
prime cost as compared with a valuation which includes allowance for 
manufacturing overhead. In the one case the cost of sales of each period 
would include the manufacturing overhead actually incurred therein, 
whereas ‘in the other the cost would include the manufacturing overhead 
attributable to the goods actually sold. 

67. A further criticism is that the cost of goods sold should include 
the cost of mistakes made in buying and production policies in the period 
in which the mistakes are actually made, and not in the period in which 
the relative goods are sold. Actually, the writing down of obsolete and 
deteriorated stock at each balancing period, and the reflection of the 
amount involved in the cost of sales, would generally make for more 
consistency in the resultant percentage margin of gross profit than would 
a strict adherence to actual cost of goods sold. 


VALUATION FOR INCOME TAX PURPOSES 


68. The interest which the Commissioner of Taxation has shown in 
recent years, in the basis adopted by taxpayers for valuation of stocks on 
hand for income tax purposes, has resulted in a corresponding awakening 
of interest in the subject by accountants and the whole business com- 
munity. Whilst income tax rates remained reasonably stable, the depart- 
ment did not appear to exhibit any great interest in whether or not the 
basis of valuation adopted was in strict compliance with that laid down in 
the Act, doubtless taking the view that any understatement of stock and 
resultant income merely had the effect of postponing payment of tax. 

69. Even before the war years there is little doubt that many companies 
had undisclosed stock reserves and that a still greater number took stock 
and returned it for taxation purposes in a manner other than that allowed 
by section 31 of the Act. In the case of undisclosed pre-war reserves, the 
relatively low rates of tax meant that the amount of tax evaded in the 
year in which the reserve was created was comparatively small and, in the 
case of non-private companies, there is little doubt that the incidence of 
war-time company tax has resulted, in many instances, in the payment of 
a greater amount of tax than that originally evaded. In such cases, but 
for the operation of section 170, disclosure of the reserve would result in 
a refund of tax and would also provide a greater stock value to be carried 
forward as a deduction in future years. 

70. In other cases, reserves have been created in recent years either 
because of a genuine fear of price deflation, particularly in regard to 
inferior goods manufactured from war-time substitute materials, or in a 
deliberate attempt to evade taxation at high war-time rates. dn either case, 
as the Act stands at present, the creation of such reserve, coupled with 
their non-disclosure, is illegal and no attempt at moral justification can 
alter this fact. There seems little doubt that the creation and non-disclosure 
of such reserves and the consequent evasion of tax at high war-time rates 
impelled the Commissioner to protect the revenue by conducting the investi- 
gations which have been the subject of so much discussion in the last few 
years. 

71. An important result of the investigations has been the direction of 
particular attention to the relative section of the Act, and a considerable 
number of suggestions have been made for its improvement. Section 31 
of the Commonwealth Income Tax Act reads as follows: 


“The value of each article of trading stock (not being live stock) to 
be taken into account at the end of the year of income shall be, at the 
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option of the taxpayer, its cost price or market selling value or the 

price at which it can be replaced.” 

In the opinion of the writer the selection given is both too wide and too 
narrow. 

72. As has been pointed out by other writers, “cost price” of goods 
imported from overseas could be regarded as the price paid F.O.B. port of 
shipment or as the cost price landed in Australia. Furthermore, the right 
to adopt market selling price can lead to complete distortion of income. 
In one case, this basis was adopted for one year for the express purpose of 
providing sufficient profits to obtain the benefits of deductions allowed 
under Division 7. The terms “market selling value” and “replacement 
price” are also capable of varying interpretations. 

73. On the other hand, the rejection as bases of stock valuation of such 
methods as last-in-first-out, base stock, or the even more common method 
of standard cost, restricts the choice of the taxpayer and makes the necessity 
for some provision against falling prices much more essential. In the case 
of obsolete or deteriorated stock, where market selling value would be the 
natural basis of valuation, it would also appear essential that allowance be 
made for all costs of disposal which must be incurred in the subsequent 
period. 

74. Mr. Lacey, in the course of the article referred to earlier, gives an 
example of the inflation of profits which, he maintains, occurs when prices 
are rising and the method of valuing stocks on hand on a “first-in-first-out” 
basis is adopted. He states: - 


“Let us take the case of a trading firm with a stock of £40,000, turned 
over twice each half year. We will assume that prices are rising, and 
that sales are made at increasing selling prices which keep pace with the 
tise in replacement costs: 

(a) The opening stock cost (from manufacturers) .. .. .. £40,000 

{(b) and would have sold at time of acquisition (to 

ree ee wg ee ie Gig Akl apith ee see 45,000 

(c) Instead, because of the rise in prices, it realised .. .. 48,000 

(d) But replacement of the stock cost .. .. .. .. ...... 43,000 

(e) which in turn was sold for .. .. .. .. .. .. .. .. .. ~=51,000 

(f) which in turn was replaced for .. .. .. .. .. ...... 46,000 
Now we can say that normally, on a level market, the firm would have 
made a gross profit of £10,000 per half year, i.e., twice the difference 
between £40,000 and £45,000. Actually, its trading account for the above 
half year would be as follows: 

To Opening Stock .. £40,000 By Sales .. .. .. .. £99,000 
Purchases . .. .. 89,000 » Closing Stock .. 46,000 
Gross Profit .. .. 16,000 


£145,000 £145,000 


” 


” 


The increase in the profit over the ‘normal’ amount is exactly equal to 
the rise in replacement costs of stocks—which is as it should be on our 
assumptions. This is what accounts under present conceptions would 
show as the gross profit. Can we really contend that such a basis is not 
misleading? And is it surprising that the public is encouraged by what 
accountants tell them, to think themselves better off and to spend more 
on personal consumption just when supplies are comparatively short?” 


75. If the figures quoted were those of an efficiently conducted non- 
private company in Australia which, apart from the additional profit of 
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£6,000, was already making a return, after charging ordinary income tax, 
of 17% on its shareholders’ funds, there would be no danger of the over- 
distribution of profits which Mr. Lacey fears. The amount left to the 
company, after payment of taxation, out of the additional profit of £6,000 
would be as follows: 
Additional profit due to rising stock values .. .. .. £6,000 
Less Ordinary Income Tax thereon at 6/- in £.. 1,800 


£4,200 
Less War-time Company Tax—78% of £4,200 .. 3,276 


Pm Tae Ge CI ow oc se we. ce we 0s 28 8 £924 


76. If, in an endeavour to finance the replacement of stocks at rising 
costs, the company decides not to distribute the balance of £924, it will pay 
undistributed tax at the rate of 2/- in the £ thereon, equivalent to £92, 
and leaving it with £832 to meet the higher stock replacement cost of 
£6,000. Although the figures would differ in the case of a private company 
or an individual trader, the greater portion of the amount of £6,000 would, 
in both cases, be absorbed in tax. 

77. I suggest that these figures indicate why so many companies are 
finding it necessary to come into the market for additional capital to finance, 
inter alia, the purchase of stock at inflated values. Incidentally, they also 
show why the Commissioner, with an eye to the amount of tax involved, 
is devoting so much attention to the enforcement of section 31 of the Act 
and the uncovering of methods of valuation of stock other than those 
allowed thereby. 

78. Various suggestions have been made for alterations to the section. 
Mr. J. A. L. Gunn (The Australian Accountant, September, 1944) sug- 
gests that taxpayers be permitted to value stocks on hand at prices ruling 
on July Ist, 1938. This suggestion does not cover the weakness in the 
Act in respect to valuation of obsolete or deteriorated stock, nor does it 
take into account the measure of permanent devaluation of money which 
has followed in the train of every major war. 

79. Another suggestion, by Mr. M. D. J. Morrissey (The Chartered 
Accountant in Australia, June, 1945) is that a proviso should be added to 
section 31 reading: 

“Provided that where all stock is valued at cost price it may, at the 
option of the taxpayer, be taken into account at a value not less than 
75% of such cost price.” 

80. The suggested proviso would appear to require all stock to be valued 
at cost price before it would apply. This might be very undesirable. 
Furthermore, it does not define the meaning of “cost price.” 

81. A further suggestion is made in The Australian Accountant, October, 
1944, by a writer whose nom-de-plume, “Veteran of 1918,” suggests that 
he had experience of the drop in prices which followed the 1914-18 war. 
The suggestion is that the choice given by section 31 should be extended in 
the same manner as that given for the valuation of live stock under the 
proviso to section 32 which reads: 

“Provided that, where a taxpayer satisfies the Commissioner that there 
are circumstances which justify the adoption by him of some value other 
than cost price or market selling value for the whole or part of his live 
stock, he may, with the leave of the Commissioner, adopt that other 
value.” 

82. The provision should also ensure that no alteration could be made 
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in the basis of valuation, other than with the consent of the Commissioner, 
thus ensuring consistency in the method ‘of computation. 

83. A proviso such as that suggested would give the Commissioner 
discretionary power to allow any one of the bases of valuation mentioned. 
It would also permit recognition of the very common practice of deducting 
from the cost price a percentage for age depreciation arrived at by grouping 
together stock purchased in any particular season, the percentage varying 
with the age of the stock but remaining constant from year to year. 

84. I suggest that the above objectives might be achieved by amending 
section 31 to read somewhat as follows: 

“The value of any article of trading stock (not being live stock) to 
be brought to account at the end of a year of income shall, at the option 
of the taxpayer, be calculated at the lower of either— 

(i) cost to the taxpayer; or 

(ii) replacement cost; or 

(iii) market selling value subject to the deduction therefrom of such 

amount as, in the opinion of the Commissioner, will be necessarily 
incurred in, the disposal thereof; or 

(iv) a value determined by the taxpayer upon any other basis and 

approved of by the Commissioner. 

Provided that for the purpose of this section the taxpayer shall determine 

the cost or replacement cost or market selling value of any article of 

trading stock (not being live stock) upon a basis which shall be approved 
by the Commissioner and which shall not be varied in any year or years 
without the consent in writing of the Commissioner ; 

Provided further that nothing in this section shall prevent a taxpayer 

from valuing any article of trading stock (not being live stock) upon 

any basis herein allowed notwithstanding that an alternative basis of 
valuation of that article of trading stock had been adopted and allowed 
in any previous year or years.” 

85. Provision could also be made in the Act, as in U.S.A., for'a carrying 
back of losses for a period of two years, with possibly a corresponding 
reduction in the number of years for which, under the present Act, losses 
can be carried forward. This would be recognition of the fact that profits 
represented by unsold stocks do not materialise until after realisation and 
would do much to allay fears that, at some stage, losses will be sustained 
through failure to realise values ascribed for taxation purposes to stocks 
on hand. 

THE AvupIToR’s RESPONSIBILITY FOR STOcKs ON HAND 

86. In an article on the above subject, Mr. C. B. Harvey (The Chartered 
Accountant in Australia, October, 1942) states that, relying on the decision 
in the Kingston Cotton Mills case, auditors had, in the past, considered 
that they were entitled to rely almost entirely on the certificates of trusted 
officials as evidence of the existence and value of stocks on hand. I think 
it may be stated that most auditors check the additions and test the 
extensions of items appearing on the stock sheets, but beyond this and 
possibly a few percentage tests, reliance is in many instances still placed 
almost entirely on certificates received from officials of the undertaking 
concerned. 

87. After reference to the McKesson & Robbins frauds, Mr. Harvey 
says 


“Whilst it is appreciated that an auditor cannot be expected to be an 
expert stocktaker or stock valuer, it is clear that, in order to avoid 
responsibility under this heading in the future, it may be necessary for 
him to indicate— 
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(1) That he has examined the internal check system of recording 
stocks at balancing periods, and has satisfied himself that it is an 
effective and an appropriate recording system. 

(2) That he has satisfied himself that the work of recording and 
valuing stocks has been carried out in a methodical and efficient 
manner. 

(3) That, in some circumstances, he has verified by inspection the 
physical existence of certain types of stock.” 


88. He further states: 


“Furthermore, I consider the time is not far distant when auditors 
may be compelled to sign balance sheets without any qualifications or 
assurances whatever from officials of the company. Certificates from 
employees may not in future be sufficient. We will be required to satisfy 
ourselves that the control, recording and valuing of stocks has been done 
as carefully and accurately as the methods taken to control and value 
cash on hand, sundry debtors accounts and other such items.” 


89. I would like to stress the reference to the necessity for enquiry into 
the methods of recording stock. Generally speaking, auditors pay too 
little attention to the internal control, if any, on physical movements’ of 
stock and to any records which may be kept in regard to such movements. 
The opportunities for fraud and losses generally in the handling of stock 
are, in some concerns, infinitely greater than those which present them- 
selves in the handling of cash, and the auditor should regard it as one of 
his duties to advise on the methods of internal check and the records which 
may be used to combat these potential losses. 

90. Figures quoted earlier show the relationship which exists between 
balance sheet valuations of stock and resultant annual profits, and demon- 
strate that a comparatively slight percentage variation in stock valuations 
could, in many cases, have a most important effect on the profit shown by 
the accounts. This emphasises not only the necessity for as complete 
verification as possible of the adequacy of the internal check on quantities 
and values of stocks on hand, but also the necessity to verify the basis of 
valuation and to be satisfied that the basis adopted has been correctly and 
consistently applied from year to year. It should also be seen that adequate 
provision has been made for reductions in value of slow-moving and 
obsolete stocks. 

91. Most auditors apply gross profit and other ratio tests and any 
discrepancies indicated thereby should be fully and thoroughly investigated. 
In this connection, stock reserves or alterations in the basis of stock valua- 
tion can have rather startling effects, and otherwise unexplained variations 
in percentages can often be attributed to such factors. The recom- 
mendations of the English Institute in regard to the disclosure of such 
reserves should receive careful consideration. 

92. The influence of profit-earning capacity in the determination of 
share valuations and goodwill values generally is another reason why great 
care must be taken to see that the basis of stock valuation is such as “will 
not distort the view of the real trend of trading results” from year to year. 

93. Finally the auditor should recognise his duty to the community 
generally, firstly in the presentation of figures to which he has appended 
his signature to such authorities as the Taxation and Prices Commis- 
sioners, and secondly in the broader use of such figures in matters such 
as the 40-hour week case recently considered by the Arbitration Court. In 
the determination of the results shown by these figures, no one factor has 
a greater influence nor calls for greater care and attention than verification 
of the valuation placed on the item Stock-in-Trade. 
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The Evolution of Corporate Accounting 


(The Seventh Annual Commonwealth Institute of Accountants Lecture 
delivered in the University of Melbourne, 8th October, 1947) 


By R. A. IRIsH, F.1.C.A. 


The trading corporation came into the world of commerce without 
ceremony, but it came as inexorably as the sequence of night and day. 
Events of great consequence rise slowly out of the darkness—for Time 
will not be hurried—so that we must look well into the past to perceive 
the strands of progress in the corporate structure and, as a natural 
corollary, in accounting theory and practice. We must look backwards a 
little, in order the better to look forward. 

It is interesting, even though somewhat irrelevant, to recapture some of 
the colourful sidelights of the evolutionary process, for the historical back- 
ground is a cavalcade of fascinating drama, full of human interest and 
revealing the burgeonings of human endeavours through war and peace and 
through periods of violent economic and social disturbance. 

We must cast back to the fifteenth century—to a time of exciting living, 
when little ships explored the world and pioneered trade routes to new 
markets. The civilised world was dazzied,and obsessed with prospects of 
trade with the Indies, with Africa and other far-flung territories. ‘The 
fifteenth century saw the beginnings of a vast and sudden expansion of 
commerce, an expansion which was vital in securing the wealth to make 
possible the Industrial Revolution and, ergo, today’s large-scale corporate 
undertakings. ; 

At the outset, this maritime trade was sponsored principally in the Italian 
republics and was inevitably a matter of individual courage and adventure; 
but, as time passed by, it came about that there were men who would risk 
their money, though not their lives, and so, as a matter of normal evolution, 
the “commenda” or silent partnership became prominent. The capitalist 
entrusted his goods and his ships to the active trader and thereby created 
a real need for careful and detailed accounting; the more so because the 
trader often dealt with goods belonging to several silent partners, to each 
of whom he must render correct and detailed accounts. Shylock pictured 
the scene admirably in “The Merchant of Venice’—‘“he hath an argosy 
bound to Tripolis, another to the Indies; I understand, moreover, upon the 
Rialto, he hath a third at Mexico, a fourth for England—and other ventures 
he hath, squandered abroad. But ships are but boards, sailors but men; 
there be land-rats and water-rats, water-thieves and land-thieves: I mean 
pirates ; and then there is the peril of waters, winds and rocks.” 

Cradled in this setting, bookkeeping methods took a distinct step forward. 
They had to, for accountancy and bookkeeping have ever been the hand- 
maidens of practical, everyday business life, and methods then generally in 
use were somewhat ill-suited to this ever-widening field of commercial 
transactions. As trade extended so did accountancy thought adapt itself to 
the needs of the time. 

In 1494, the Franciscan monk, Paciolo, produced his tract “De Computis 
et Scripturis” in which he laid well and truly the foundation for double- 
entry bookkeeping as it stands today (and this at a time, by the way, when 
the earth was scientifically flat). Like so many other early writers (and 
some modern writers, too) he did not concern himself unduly with reasons 
for his precepts. His work was essentially pragmatical. It considered only 
the practical bearing on human interests. It stated how, but not why. 

Under the influence of the times, he emphasised personal relationships 
(obviously an all-important matter then) and laid the basis for the pro- 
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prietorship principle in accounting. This accent on proprietorship will be 
discerned right through to the present day. 

Another product of contemporary views was a certain intermingling of 
business with private affairs. Statements of profit and loss prepared by 
traders at that time often conceded that there was a profit only after taxes 
and household expenses were first deducted from earnings. In addition, 
trading was more a matter of single ventures, the conclusion of which 
defined the accounting period, and careful assessment of profit as distinct 
from capital was hardly necessary. Capital and income problems arose 
later when corporate trading was further developed. 

Probably his most important contribution was in evolving a theory of 
equilibrium through duality of records. Accounting for modern large-scale 
activity could scarcely function without this equilibrium, which is often 
applied almost unconsciously, and sometimes is forgotten altogether, as in 
many cost accounting systems. Without equilibrium, modern accounting 
would be like a man with two left legs. 

These were the beginnings. From them grew the present science of 
accounting, with all its problems and with all its variety of opinions; and, 
as we shall see, the evolution of this science was step by step in line with 
the development of corporate enterprise. 

Littleton says in Accounting Evolution to 1900 (p. 86) : 

“Attention to refinements in definition and to extensive subdivisions 
of the bookkeeping data are modern additions. The distinction between 
fixed and current assets is an interpretive element associated only with 
modern financing; capital and revenue expenditures grew out of the 
desire to determine net profits carefully ; reservation of surplus appeared 
only after conservatism became a virtue in corporation finance. These 
things troubled Paciolo and his contemporaries not at all; and there was 
no need that they should. 

“New times have brought new conditions, and these in turn have 
wrought some changes. We may note how different accounting is from 
the bookkeeping practices of the fifteenth century, how broad is its 
modern field, how closely refined its definitions and concepts. But it is 
seldom realised that we have added little to the structure but a body of 
theory; outside the technique of auditing, cost finding and budgeting, 
moderns have contributed relatively little on the practical side. And all 
of this—the best and most that can be shown—cannot compare, as a 
real contribution, with the first steps taken so long ago.” 

The impact of foreign trade left its imprint on the small but virile 
population of England—and what more natural than a counter-development 
of maritime adventure? Already, in England, trade guilds operated as 
corporate bodies, and in other countries the partnership in commenda had 
been legalised. Undoubtedly, the partnership in commenda must have 
influenced developments in England, though it was not accepted as a legal 
method of commercial association. However, from the trade guilds and the 
partnership in commenda came the idea of machinery for the co-operation 
of money and effort to exploit foreign markets. They produced the notion 
of mutual association with limited liability and corporate entity, which 
ultimately gave birth to the modern form of joint stock company. 

Incorporation was at first a privilege conferred exclusively as a Royal 
prerogative and it was invariably associated with monopoly enterprise. 
The Russia Company (chartered in 1555), the East India Company 
(1600) ), the Hudson’s Bay Company (1670) are some of the ventures, 
and all conjure up visions of large-scale monopoly. There were good 
reasons for granting such monopolies. In A History of Commerce,’ Clive 

1. Clive Day: A History of Commerce, pp. 144, 145. 
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Day tells us that the Crown preferred corporate monopoly to individual 
enterprise because : 

(a) The peoples of distant countries did not distinguish between 
individual merchants. As all Chinamen look alike to us, so all 
Englishmen or even all Europeans were alike to them. An un- 
scrupulous trader, who cheated, robbed, or killed a native, escaped 
the consequences of his crime and left them to be borne by his 
countrymen who sought later to carry on the trade. The home 
government could not punish such offences, and it could not afford 
to let them continue. It required, therefore, that a man proposing 
to trade to a distant country should have an interest in the per- 
manent welfare of the trade, by making him contribute money to 
the association, and subscribe to its rules. 

The government could diminish the risks of distant commerce by 
assuring merchants who spent money in building up a trade that 
they should not be deprived of the fruits of their labours by new- 
comers who had made no sacrifices. It seemed as proper to 
encourage in this way the investment of capital in commerce as to 
encourage investment in manufactures by granting patents. 
Finally, governments were led naturally to apply the prevalent ideas 
of guild regulation to distant commerce, and found some practical 
advantages in doing this; it was easier to tax and to regulate an 
association of men than a number of individuals. 

A study of the careers of these chartered companies would be intensely 
interesting. The fitting of the ships, the voyages into the darkness, the 
pioneering, the hardships and the courage which surmounted them would 
make enthralling studies, but our concern is, regrettably, with the more 
prosaic side—the capital association which made the ventures possible. 

The method of assembling capital in such corporations gave rise to 
problems which had a profound effect on the fundamentals of accounting 
theory. 

In the first instance, it was natural that each expedition should be 
regarded as a separate speculation, with independently subscribed capital. 
At the end of each voyage accounts were taken out, distributions made 
and each particular venture liquidated. The concept that the corporation 
was a continuing entity did not emerge for some time. Settlement at the 
end of each voyage gave an element of certainty to the determination of 
profit. It made the balance sheet essentially a liquidation statement from 
which net profit would be deduced. This influence can be detected in many 
relatively recent legal decisions. It is an inadequate concept and fails to 
meet in full the burden of current conditions. 

Gradually, however, the process of settling after each voyage became too 
involved for the bookkeeping methods of the day, especially through the 
necessity of carrying over unliquidated balances to subsequent voyages. 
Experience also showed that long-term investment was an essential pre- 
requisite to effective exploitation. 

In 1613, the East India Company ceased to issue terminable stock and 
its capital was subscribed for four years. This was a definite move towards 
continuity and permanency of capital, with transferable units of specific 
amount. In 1657, the company was granted a new charter which, in effect, 
established the principle of permanently invested capital, while preserving 
a limited right to transfer individual shares without an intricate liquidation 
of accounts on each transfer. 

The new form of corporate structure brought greater recognition to 
the concept of perpetuity or continuity of existence (“the deathless cor- 
poration,” it has been said), and it unconsciously developed, through the 
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divided ownership, that separation of ownership and administration which 
is so characteristic of modern business organisation. 

It is noticeable that the theory of proprietorship still prevailed, though 
the new form of capital enforced a realisation of the need to divorce capital 
and income transactions. Accounting had been directed previously at 
periodical settlements for each venture, from which each subscriber was 
paid a sum representing capital and profit without distinction. Permanent 
capital changed all this and produced the difficulties of determining true 
profit while retaining capital intact. 

The separation of ownership from active control also “meant that state- 
ments separate from the books would soon be highly desirable because of 
the number of people who had contributed capital and who would desire 
information about their venture. The same purpose is accomplished by 
the statements prepared to inform modern stockholders of the condition and 
progress of present-day limited liability corporations.’ 

England was indeed fortunate that it had a strong political constitution 
in those days. Inquisition, corruption, revolution and disunion—being free 
from these, English trade could prosper. The chartered companies also 
gave an impetus to commerce which brought about a great accumulation 
of capital and started a cycle of unprecedented social and economic develop- 
ment. The huge profits from speculation in foreign trade seemed to offer 
a golden age and the door opened for the co-operation of fools and swindlers. 
A spate of joint stock enterprises was launched on the public and a frenzy 
of speculation ensued. One promoter, for example, announced a company 
“for an undertaking which shall in due time be revealed.” It was. He 
secured 2000 guineas in a single morning and forthwith made off with it. 

Under these circumstances, the catastrophe of the South Sea Bubble was 
as inevitable as sunshine following rain. Unfortunately, a panic-stricken 
-arliament passed harsh and foolish laws which delayed the natural growth 
of corporate activity for more than a century. No logic can be found for 
this action. The corporate form of trading was condemned — not the 
natural hazards of trade, not the state of the law, nor the dishonesty of 
promoters and the cupidity of mankind. 

It is significant that accounting thought was likewise arrested in its 
development. An almost static period ensued until there came a force 
which compelled recognition of the right to incorporation and of the benefits 
which would flow therefrom. Then, in correlation with the great develop- 
ment of corporate enterprise, came a marked advance in the profession of 
accountancy, in its technique and in its importance in business life. 

This force was the Industrial Revolution, from which proceeded the 
greatest and most rapid accumulation of wealth recorded in history. The 
face of England changed. All too quickly the tranquillity of English life 
gave way to the smoke and clang of throbbing machinery. Technical pro- 
gress, in accelerated steps, brought social, political and economic upheavals. 
Communications, banking, transport, each advanced under the pressure of 
the new order. Large-scale production took the place of home industry 
and with it came the need for greater capital and for spreading the risk 
involved. For this purpose and for the allied developments in transport 
and other services, the corporate form of enterprise was essential. The 
limited liability company was the natural vehicle by which the huge aggre- 
gations of capital required to give effect to new discoveries could be 
collected, organised and efficiently administered. 

Yet Parliament was reluctant to grant this right and, in retrospect, some 
very ill-informed observations were made about corporate trading. Through 
the upsurge of booms and the downthrust of economic crises, through 

2. Littleton: Accounting Evolution to 1900, pp. 138-139. 
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litigation and public calumny, corporations manoeuvred to survive. A 
steady procession of parliamentary enactments occurred in the first half of 
the nineteenth century, some advancing and some repressing the natural 
process of evolution. The fundamental difficulty was this question of limited 
liability on. which, under public pressure, Parliament was disinclined to 
yield. Eventually, in 1856, the right could no longer be denied and the 
Joint Stock Companies Act granted limited liability in its present form. 
The Act of 1862 gave the privilege to all who elected to have it. The modern 
joint stock corporation was born. 

Meanwhile, accounting theories and procedure were also in a state of 
uncertainty. The Industrial Revolution produced new situations calling for 
new methods; but progress was rather stultified until the 1844 Companies 
Act enumerated certain rules as to accounts and thereby made it necessary 
to pause and re-appraise basic concepts. Up to that time most writers had 
endeavoured to formulate rigid rules. Emphasis was on form rather than 
principle, though a few aimed to examine the theory of the subject. 
Their research into the purpose and logic of bookkeeping seemed to advert 
inescapably to the proprietorship theory. The background of personal 
relationship, which so influenced Paciolo, was still a dominant consideration. 
Double entry accounting was directed primarily at the computation of 
proprietary profits and proprietary capital and the wider appreciations of 
the purposes of accounting had not developed. 

The introduction of the limited liability principle created further responsi- 
bilities which, coupled with the ever-increasing complexities of business 
operations, compelled deeper analysis of accounting principles. This new 
formative period was to gather momentum as the years passed. From this 
point the development of modern accounting theory takes more definite 
form. 

Paramount among the considerations was the question of safety. Capital 
must be preserved intact so that creditors would not be defrauded and 
shareholders would not receive capital in the guise of dividends. The 1844 
Act (which only allowed incorporation without limited liability) had placed 
particular emphasis on protection against fraud. To this end strict rules 
as to accounts and audit were introduced. 

However, the English have a characteristic quality of empiricism. The 
1855 and 1856 Acts reversed the repressive and negative rules of the 1844 
Act and introduced almost a complete policy of /aissez-faire. There were 
no statutory provisions as to accounts and audit except in Table B, which 
gave a model set of articles of association. Even so, as case law evolved, 
the preservation of capital and protection against fraud on creditors and 
shareholders became outstanding features. The law therefore demanded 
a sharp distinction between capital and income and focused attention on 
a true conception of profit. 

Unfortunately, in accountancy, income was and is a practical business 
concept. At no time has it ever been defined in a universally acceptable 
manner. Thus a sharp distinction was not possible, and a natural result 
was caution and conservatism in the assessment of profits so that “legal” 
capital would be safeguarded. It was never conceived either in law or in 
accountancy that “economic” capital should be preserved. Financial state- 
ments had only the artificial purpose of preserving an equilibrium between 
net assets, at conventional book values, and capital subscribed. 

The fundamental principles of capital and income had to be clarified 
because of the need to declare dividends to shareholders based on a 
periodical determination of profits. The law was clear that capital must 
be preserved ; it must not be used to pay dividends. Over the years, legal 
decisions and business practice combined to establish conventions, rather 
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than principles, which would enable a proper dissection as between capital 

and income. 

The course of evolution has been summarised in this way: 

“Since the measurement of profits is the province of accounting, it is 
at this point that accounting makes one of its principal contacts with 
corporation law. 

“Put concisely, the mattef may be stated thus: the separateness of the 
corporate entity provides the logic behind limited liability in corpora- 
tions; limited liability brings about the positive legal and equitable 
obligation to preserve invested capital intact from the encroachments of 
dividends ; restriction of dividends in turn makes necessary the careful 
calculation of profit, including allowance for depreciation ; and in account- 
ing (bookkeeping expanded under the pressure of new responsibilities) 
is found the instrument par excellence for analysing and recording the 
occurrences of business in such a manner as to make possible a fair 
computation of available profit. The influence of the corporation upon 
accounting ideas is thus a direct one; it lays the direct burden upon 
accounting to go far beyond the confines of simple double-entry book- 
keeping in distinguishing properly between capital and income.’ 

A little thought soon shows that the difficulties are very real. Obviously 
the most correct concept would be that income and expense accrue from 
day to day in the same manner as interest and rents, but in most instances 
this would be an impracticable approach. By way of illustration, it is usual 
to assume that a profit is made at the time when a sale takes place; it does 
not accrue over the period intervening between purchase and sale. Again, 
in some cases, the purpose of the expense controls its accounting treatment. 
It is customary to write off research expenditure to income, though it may 
leave an enduring benefit for years, while, perhaps, capitalising the cost of 
a machine which may be obsolete in a year. Moreover, other costs known 
to exist can only be brought in provisionally, as evidenced with depreciation, 
which cannot be ascertained till the asset is exhausted. This is indeed a 
far cry from the accounting for a single voyage and it is one of the elusive 
problems corporate organisation has brought before the profession, a 
problem still under active debate. 

You will recall that the problem of capital and income was non-existent 
in the early days of the East India Company because each voyage concluded 
a specific venture and there was no element of continuity. The problem 
became acute with the introduction of the idea of permanent capital and 
the segregation of ownership from control. These things made it essential 
to prepare periodical accounts in order to assess at regular intervals the 
amount of profit available for dividends. 

The periodicity of accounts is in direct conflict with the sub-stratum of 
business activity. Business today is a continuing operation; it does not 
pause at convenient times and then start again. It has perforce advanced 
past the stage of single venture accounting. 

- “Machinery serves for many years; the factory building stands for a 
generation ; the railroad is built to last forever. The industrial process 
is made up of a never-ending stream of raw materials, goods in process 
and finished commodities. Expenses are incurred in common and not, 
like the expenses of a caravan, solely for one parcel of goods. But man 
is strangely agricultural in his traditions, even though society has become 
industrial. Time was when the recurring cycle of the year was of 
immense significance to him, for seed-time and harvest each came in the 
course of the earth around the sun. And man still thinks that he must 
reckon results in terms of the accidental period involved in such a circuit. 
3. Littleton: Accounting Evolution to 1900, p. 257. 
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We demand to know how much a concern makes in a year. We must 
know, because’ the reeiprocal rights of preferred and common stock- 
holders may be altogether changed, depending on whether profit is to be 
attributed to the month of December or to the following January. We 
must know in order to satisfy the demands of the income-tax collector, 
And so accountants are asked to perform the hopeless task of taking this 
economic continuum, of chopping it up into arbitrary and meaningless 
lengths called years, and apportioning to each such year a proper part 
of the cost of a building which will last fifty years, of a machine which 
will be used for twenty years, of a blast furnace which will last ten, and 
of a stock of coal bought i in December which will all be consumed before 
spring again appears. 

“Nine-tenths of the problems of the accountant are due to this demand 
to express results in terms of years. The accountant is wrestling with it. 
That it has not been solved is apparent to anyone who opens a text on 
the subject or enters into the intricacies of the income tax.’* * 

There is a school of thought which suggests that difficulties of periodical 
assessment would be relieved if income statements were presented, not for 
one year, but for a bracket of from three to five years. While this thought 
may have its value, it does not satisfy current obligations nor does it follow 
that results for a five-year period would be any more precise. 

It is now realised that the allocation of income to specific time periods 
must be a matter of estimate, largely tentative and conditional—‘“a test- 
reading of revenue” it has been called. One result which has come out of 
periodicity has been the refinement of accurate expense allocations in the 
form of deferred charges and accruements and the amortisation of capi- 
tal outlays against current revenues. Conventions have been established, 
though they leave room for considerable variation in results. 

Attempts have been made to lessen the difficulties inherent in periodicity. 
The movement has been sponsored mainly by. the American Institute of 
Accountants which, since 1935, has carried on a campaign advocating the 
use of the natural business year as the accounting unit of time, in lieu of 
the standard financial year as enforced in Australia for taxation of income. 

“The movement for adoption of the natural business year as the period 
of account has been inspired largely by considerations of the convenience 
and economy in auditing which may be achieved when public accountants 
are able to distribute their work more evenly over the year, instead of 
having it all concentrated at the end of the calendar year. But an even 
more important result is the greater dependability of accounts prepared 
on the basis of the natural business year. The year-end is then arranged 
at the date of lowest activity, which means the date when the greatest 
proportion of business operations has been completed, and the company 
is in a more liquid position than at other periods of the year. These 
considerations led the Securities and Exchange Commission to recom- 
mend adoption of the natural business year in its report on the McKesson 
and Robbins case. The Commission said that with the natural business 
year ‘greater confidence could be placed in the accuracy of the results 
than under present-day conditions.’ 

“In 1940 the American Institute reported that up to that date approxi- 
mately 14,000 companies had changed to a natural business year basis. 
In May, 1943, there was some evidence that the Bureau of Internal 
Revenue was showing a disposition to oppose any changes in fiscal year 
dates. Investigation indicated that the Bureau’s opposition applied pri- 
marily to cases where changes in the fiscal year were proposed solely fot 
purposes of effecting tax savings. The inference was that where it could 
4. Littleton: Accounting Evolution to 1900, pp. 10. 11. 
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be shown that the proposed change would result in more reliable accounts, 

such as might be expected with the natural business year, the Bureau 

would interpose no objection. 

“One more incident in the development of the natural business year 
was the action of the Institute ‘in bringing about the removal from a bill 
in Congress of a provision requiring new small corporations to keep their 
accounts on the calendar year basis.’ Such a requirement would, of 
course, prevent the adoption of the natural business year by any cor- 
poration which came within the authority of the law, and would be a 
retrograde step in the development of accounting.”® 
More recently, the whole question has broadened. The old doctrine of 

conservatism has given way to a desire for precision. The theory of 
matching costs and income has been postulated in an endeavour to reduce 
the impact of periodicity on the calculation of true profit. 

The importance of this theory is well illustrated in the war-time income 
tax amendments relating to deferred maintenance. Writing on “Progress 
in Development of Basic Concepts,’ Thomas H. Sanders analyses the 
position as follows: 

“It has been widely held that many businesses have not been able, 
in the rush of war production, to give their plant and equipment the 
necessary care and upkeep, with the result that there are substantial 
arrears of maintenance work which will have to be dqne after the war 
is over. It is argued that this maintenance work is a result of war 
production, and that the cost of it should therefore be charged to the 
periods in which war production has taken place. 

“There is considerable difference of opinion as to the facts alleged in 
this area. Many deny that there is much deferred maintenance of this 
sort ; in any event it is difficult to locate and to measure. To the extent 
that it does actually exist, the conclusion with respect to accounting for 
it logically follows. If the plant was worn out while working on war 
production, its repair and replacement should be charged to war pro- 
duction. The fact that repairs and replacements have not actually been 
made means, to some extent, that war production periods have escaped 
these charges, which will fall upon future periods of normal peacetime 
production. The same is true of other charges which may have been 
postponed for the same reasons, such as insufficient depreciation, 
dévelopment expenses and reconversion costs. Charges of this character 
have in fact been included in costs of the war years, probably in 
inadequate amounts. This is due to a variety of circumstances; tax 
considerations and other government controls of costs have played a 
large part, but the basic difficulty has arisen in the problem of trying to 
get reliable measurements of such costs. As a result there has been a 
considerable resort to the not wholly satisfactory expedient of providing 
reserves out of earnings reported as ‘net.’ Large numbers of such 
reserves are to be found in the current balance sheets of industrial 
companies.””6 

“Ideally there should be applied to the revenue stream all costs signifi- 
cantly attaching to such stream. This means that expenses cannot be 
measured solely by reference to money expended or obligation incurred, 
or to physical conversion of goods or services. What is desired is an 
assignment of all charges which can be said to have fully expired as 
economic factors in the enterprise. Paton and Littleton (/ntroduction 
to Corporate Accounting Standards) put the point as follows: 

5. Contemporary Accounting—Thomas H. Sanders: “Progress in Development of Basic 
Concepts,” p. 9. 


6. Contemporary Accounting—Thomas H. Sanders: “Progress in Development of Basic 
Concepts,” pp. 6-7. 
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‘Matching costs and revenues is primarily a problem of finding satig 
factory bases of association ; the essential test is economic reasonableness, 
in view of all pertinent conditions, rather than physical measurement, 

Bangs (Accounting Review, vol. 15) writes: 

‘The objective of income accounting is to secure the best possible 
synchronisation of periodic revenue and cost recognition by the develop 
ment of parallel accrual methods. The fineness of the allocation tech- 
niques required is dependent chiefly on two factors, namely, the degree 
of instability of physical output volume, and the shortness of the 
accounting period.’ ’”? 

In an article on “Accounting Principles and the Current Classification,” 
Stephen Gilman argues similarly for greater precision by matching costs 
with revenue. To quote: 

“We do not, or should not, overdepreciate fixed assets in one year 
merely because we think that the succeeding year may show a loss. By 
the same token it is difficult to understand why we should justify, as 
an accounting principle, the absorption of part of the cost of an inventory 
(i.e., stock-in-trade). prior to its sale, because of a similar anticipation 
of future loss .... we do so... . because of an overemphasis upon 
conservatism in relation to inventories that arises merely from the fact 
that inventories are in the current classification. Such overemphasis 
leads to the absurd result that a dollar of cost representing a fixed asset 
and a dollar of cost representing merchandise are applied against revenue 
according to radically different theories.”® 
Here again there is a field of research, activated by corporation develop- 

ment, which will influence the accepted theories of capital and income. 

It is undeniable that, in these directions, the corporation has wrought 
changes in the basic logic of accountancy, but I must regretfully pass from 
the infinite variety of the very deep and unending subject of capital and 
income to discuss other features of accounting evolution under the influence 
of the corporation. 

The proprietorship theory of accounting was closely allied with the 
doctrine of conservatism, which for so long dominated all other considera- 
tions. The implications of the, separation of ownership and administration 
in the company structure were not realised for many years. In the early 
years after 1856 it was thought that the shareholder occupied the rdle of 
proprietor; it was his profit which was earned and his capital to be 
preserved. This relic of early accounting theory was in due time sup 
planted by the more logical “business entity” or “accounting entity” theory, 
which stressed the separateness of the business and the shareholder. It 
cast a spotlight on the structure of corporate enterprise, on the relationship: 
of proprietors and creditors and on the characteristics of capital and profit 
The concept was not new. In fact, Continental writers, especially it 
Germany, were quite conscious of it. The theory was also advocated 
actively in U.S.A. Only in traditional England was the old personification 
view virtually unchallenged, a fact which no doubt accounts for the 
dominance of conservatism over precision in that country. 

In the corporate form of commercial organisation, the business has an 
identity separate from that of the shareholder or proprietor. It has a 
correspondingly distinct identity in relation to creditors. As a result, book- 
keeping procedure should be concerned with an accounting to both pro- 
prietors and creditors, as outsiders, for funds entrusted by them to the 
business. Under the proprietorship theory, capital was the proprietor’s 
contribution ; in the entity theory it consists of all property which is active 


7. Paton: Accountants’ Handbook, p. 125. 
8. Contemporary Accounting—W. A. Paton: “Balance Sheet,” p. 11. 
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in the business, wherever derived. In short, the personality of proprietor- 
ship has given way to the impersonality of the corporation, which “has no 
a ” Is the corporation a glorified partnership or a vital, distinct business 
entity in its own right? 

Establishment of the “business entity” theory has had a very marked 
effect on the form and substance of financial reports, especially in the 
direction of satisfying parties other than current shareholders. This is not 
to say that the interests of the shareholder are not supreme, but the theory 
does carry the implication that the corporation has a duty, as an economic 
unit of the nation, to provide financial information to those who are 
similarly interested in its welfare. 

We are led to an acknowledgement of the fact that, to the accountancy 
profession, the evolution of the corporation, combined with the ever- 
increasing economic intricacies of this modern world, has imposed demands 
to serve many masters. 

Originally, English company legislation called for the preparation and 
fling of accounts for the protection of creditors and for the information of 
shareholders. The English Act of 1844 enunciated minimum requirements 
for the books; it made definite rules as to audit, and provided for due 
publicity through publication of the balance sheet. Accent was placed on 
the prevention of fraud and on accounting for capital, rather than on a 
true determination of income. In fact, no profit and loss account was 
required. In this way, the accountancy profession came to regard the 
balance sheet as a holy document and the existing shareholders as the gods 
it must satisfy. Here is a good example of tradition. We see once more 
the original view that the balance sheet is a liquidation statement, that it 
shows the retention of the capital fund and reveals the true divisible profit. 

Subsequent amendments in English law did nothing to destroy this 
myth. As you have noted, the 1856 Act created a state of laissez-faire and, 
although this freedom was successively curtailed, no tangible encroachment 
ocurred until the 1929 Act which called for proper books of account con- 
taining all receipts and payments of money, all assets and liabilities and all 
sales and purchases of stock-in-trade. A profit and loss account had to 
be prepared annually, but no details were prescribed except the disclosure 
of directors’ fees. The emphasis was still on the balance sheet, for which 
greater detail was laid down. It became necessary to disclose the general 
nature of assets and liabilities, to distinguish nominal and issued capital, 
to particularise certain assets and to specify how the values of fixed assets 
were arrived at. Again, the emphasis is on the balance sheet and on the 
importance of the shareholders. The proprietorship theory still reigned 
unchallenged. 

English precedent has been followed closely in Australia with much the 
same virtues and much the same faults. 

The implications of the business entity concept have been pursued more 
vigorously in U.S.A. Actually, England was not the pioneer of the now- 
accepted principle of limited liability. Several of the American States 
granted this right prior to 18 356, but the nation’s energies were more 
absorbed at that time in territorial expansion, so that U.S.A. did not 
become an industrial force for many years afterwards. Then, as in Eng- 
land, the country was transformed from pastoral pursuits to closely settled 
communities engaged in manufactures. The constantly growing internal 
markets stimulated the expansion of its resources, an expansion with which 
the corporation was inescapably associated. In U.S.A. the influence of this 
development on accounting theory was most evident. This new country, 
uninhibited by tradition, brought forth an examination of accounting funda- 
mentals which was free of inborn European prejudices. In this respect it 
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produced a movement which today causes U.S.A. to lead the world in 
science of accountancy. 

It has in turn projected its views into other countries. In Australia ang 
in England, thinking members are reviewing accepted conventions, which 
are, as often as not, prejudices rather than true logic. 

In one particular direction the American influence has been such that 
accountancy thought is changing its ground, without respect to the law, 
The profit and loss account is now considered to be the vital document; 
the balance sheet is considered to have secondary importance. 


“Commenting upon this development, Gilman (Accounting Concepts 
of Profit) writes: 

‘Within the last few years accounting emphasis has shifted somewhat to the 
profit and loss viewpoint with numerous effects, sonte not yet evaluated. Accounting 
is in a period of transition marked by conflicts of opinions and those inevitable 
confusions naturally result from the clash between old and new.’ 

“The Committee on Accounting Procedure of the American Institute 
of Accountants (Accounting Research Bulletin No. 1) has called atten. 
tion to the increased recognition of the importance of the income state- 
ment in corporate accounting and the present-day tendency ‘to regard 
the balance sheet as the connecting link between successive income 
statements.’ ””? 

This is a noteworthy change. It arises largely from the basic truth that 
there is an increasing separation of the personalities of ownership and 
administration. It is further affected by the growth of some corporations 
to miniature empires in which so many people have a direct or indirect 
interest. Cumulatively, there is the concomitant truth that the real balance 
sheet values depend upon future earning capacity, gauged particularly by 
an analysis of current profits. 

The next logical step was a reconsideration of the manner in which 
statements as to profits and security of funds should be presented, having 
regard to the divergent requirements of the many parties interested in the 
company’s affairs. 

Once statements were separated from the books and accounts, the 
development was in the direction of experimental arrangements of figures 
for the better presentation of the facts, and of refinements of classification 
in the interest of a closer expression of actual results. In brief, assuming 
accounting conventions to be properly applied, the form in which the 
summarised results should be made public (or publicised) became a much 
discussed issue. 

As to the form of accounts, it is first necessary to secure general under- 
standing of the fact that periodical financial statements are approximations 
and have definite limitations. Financial accounting is not an exact science. 
Rather is it based on informed and wise judgment, competence, objective 
thought and honesty of purpose. The human craving for certainty is 4 
dangerous thing and it is a by-product of the corporation system in which 
diversified interests make exactitude in accounting important. 

Then there is the need for a statement in accounts of the methods by 
which they have been prepared and of the consistent application of methods 
from year to year. Bearing indirectly on this view, a quotation from Th 
Morning Chronicle of 17th May, 1845, is singularly apt. 


“This, at least, will be generally agreed to, that the principle adopted 
by any company .... is of comparatively minor importance, provided 
that the system pursued be distinctly avowed and understood by the 


9. Paton: Accountants’ Handbook, p. 109. 
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shareholders. It is the deception practised upon unwary proprietors by 

avowing one rule and clandestinely acting upon another, that has brought 

so much discredit and disaster.’’!” 

“One can sympathise with the desire of a business management to 
maintain the reputation of the enterprise, to avoid a disastrous showing, 
but the accountant can hardly agree that such desire can legitimately be 
attained through the arbitrary handling of accounting and statistical data. 
Granting that there are many debatable problems involved in valuation 
and income measurement; it can still be insisted that the selection of a 
particular treatment from a number of possibilities, solely because it will 
result in a more (or less) favourable showing than other treatments, is 
decidedly objectionable, particularly if it means that a different policy 
may be adopted next year to serve the same end. To change definitely 
from one policy to a better is desirable, but once the change is made it 
should be adhered to until a policy still better—in the sense of being 
more nearly in accord with the actual facts—is found. Inconsistent prac- 
tices often disturb the trends which would otherwise be disclosed and it 
is upon the trends shown by successive statements, even more than on 
the absolute amounts for particular periods, that stockholders, creditors 
and others must base their judgments.’ 

Next there must be recognition of the fact that the standard form of 
financial statements is not suitable for all purposes and that the form should 
vary according to the particular purpose. Many of the difficulties would 
disappear if the necessary functions were first analysed and appropriate 
accounts then prepared to meet the determined objectives. This is sug- 
gested because many of the special purposes are not fully comprehended. 

Financial statements have at least a treble purpose: 

(a) The historical report by management to present shareholders. 

(b) An indication of the trend of affairs to potential buyers and sellers 

of shares. 

(c) Information to executives, bankers, creditors, economists, govern- 

ment authorities, and so on. 

In England and in Australia, in the absence of fraud and with proper 
protection to creditots, corporations manage their own affairs and deter- 
mine the profits available for dividend. We are fortunate in our English 
system of law which is simple and flexible and not interpreted too literally, 
but there is a common commercial tendency to limit information to the 
confines of legal requirements—a tendency which is indefensible and éut 
of step with accounting evolution. The legal obligations in respect to 
information are still modelled on the proprietorship theory—accounting 
responsibility to other parties is substantially unrecognised. 

Corporations find their legal accounting obligations have been prescribed 
in the simplest possible form, in fact so simple that very wide interpretations 
are possible. Nevertheless, it has been fairly well acknowledged for several 
years that some review is necessary and the matter has had very active 
attention in England from the Cohen Committee on Company Law Amend- 
ment and from the Institute of Chartered Accountants, which found time 
during the war to issue “Recommendations on Accounting Principles.” 
These recommendations do not disturb the elasticity of interpretation and 
are comments on form rather than principle. They represent an endeavour 
to further the cause for better enlightenment of the parties interested in a 
company’s progress. Amendments to company law in relation to accounts 
are currently before the British Parliament. 


10. Hunt: Development of the Business Corporation in England, 1800-1867, p. 112. 
ll. Paton: Accountants’ Handbook, pp. 133-134. 
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U.S.A. on the other hand, veered right away from the policy of Englang 
and Australia. The Securities and Exchange Commission has laid dow, 
rules for the accounting obligations of different corporations and if it has 
done nothing else it has at least caused a re-examination of accounti 
practice much more actively than in England or Australia, and it has algo 
given to many people a clearer understanding of what is practical. On the 
other hand, it has been criticised on the ground that external regulation 
puts an end to progress and exalts form at the expense of substance. 

By way of contrast with the American conception, a speech of Mr, 
Robert Lowe, Vice-President of the Board of Trade in 1856, showed ap 
extraordinarily realistic approach for those times. He said: “We entirely 
repudiate as the basis of legislation the principle upon which the present 
(i.e., 1844) Companies -Act is founded—that it is in the power of the 
Government to prevent the institution of fraudulent companies. We do not 
believe that it is in the power of the Government to supersede the vigilance 
of individuals, who are actuated by the strongest personal interests, to 
detect those frauds. We should profit by the lessons of the science o 
political economy : to interfere with and abridge men’s liberty, to undertake 
to do for them what they can do for themselves . . . . is helping the 
fraudulent to mislead them. . . . The only way that the legislature should 
interfere is by giving the greatest possible publicity to the affairs of such 
companies, that every one may know on what grounds he is dealing.”” 

This was an unexpected acceptance of the view that Government 
regulation results in the observance of minimum standards and does not 
necessarily achieve the desired end. 

The ultimate benefit of detailed regulation of form and substance is} 
questionable. Regulation must be either weak because it sets down only 
minimum requirements or weak because it tries for uniformity of detail 
Now, uniformity may have its values for many purposes, as in research, 
but there are real hurdles in the way. Will accounting for fixed assets k 
based on cost or try to reflect economic value? On what standard basis 
will stock-in-trade be valued? How will depreciation of assets be provided, 
remembering varying standards of skilled operation and maintenance! 
How will the premature exhaustion of an asset be dealt with? What adjust 
ments will be made for prospective losses? How will corrections be made 
for estimates of expenses or credits for income of previous years, as, for 
instance, taxation? These are just a few of the pertinent queries. In 
practice, each of them is subject to very varied treatment, more often than 
not decided by the quantum of profit available for the current year. 

G. O. May asks: “What question of public interest requires limits on th 
freedom of action?” He adds that “preoccupation with the importance d 
not misleading investors obscures the desirability of enlightening them.” 

This question and the answer demonstrate the significant current trend. 
It is the underlying theme of the Cohen Committee and the Institute d 
Chartered Accountants’ “Recommendations on Accounting Principles,’ 
but it is not a matter to be handled by statutory regulation. It is essentially 
a matter of good behaviour (the British race always sees more practicl 
value in etiquette than in law or abstract morals) and it is being pursued 
without statutory regulation by all those companies which are alive to thei 
varied obligations. For example, I am indebted to the English magazint 
The Accountant for comments on a revised form of annual report issued 
by Vauxhall Motors Ltd. The directors state: “We felt that many of the 
activities of industrial concerns, both in their operating and financial sides 
had been too long wrapped in a rather conventional and perhaps absurd 


12. Hunt—The Development of the Business Corporation in England, 1800-1867. 
13. Dickinson Lectures in Accounting, 1936-1940, p. 36. 





esearch, 
ssets be 
rd basis 
rovided, 
enance? 
adjust. 
be made 


THE AUSTRALIAN ACCOUNTANT _ 493 


secrecy, and that public goodwill and understanding—and particularly the 
goodwill and understanding of our own workpeople—would be better 
gained and held by fuller information being available than had been pro- 
vided by the customs and practices of the past.” 

The booklet is of twenty pages. It opens with an Operating Review, 
passes to Employee Relations, Public Relations, Engineering and Products, 
a two-page examination of Financial Results for the year, The Accounts, 
Explanatory Notes to Financial Figures, and concludes with Some 
Thoughts on the Future. 

This is a splendid example of the growing viewpoint of enlightening 
interested parties. It is therefore of value to analyse current views, the 
better to assess the probable course of future events. 

Firstly, I would not wish to suggest that the balance sheet has no value 
to the various parties interested in it. Despite its limitations, it is an 
important document, behind which lie all the happenings of the world of 
business, dynamic, full of violent changes and uncertainties, as we know; 
but it is most questionable whether it can be set out to serve the multi- 
plicity of purposes for which it is required. However, it is worth remem- 
bering a statement in an article by Professor W. A. Paton: “The balance 
sheet remains the basic statement, the summarised final result of the 
technical process of recording under double entry procedure.” 

To a large extent the balance sheet falls down in its varied purposes on 
questions of value. The balance sheet has always been looked upon as a 
valuation statement on which elements of time exert no little influence. 
What do we mean by “value” in the balance sheet? Book value, cost 
value, market value, replacement value, fair value or one of many other 
equally variable concepts? The danger is obvious unless it is understood 
that all these phrases really express a book figure, or if you wish, a book 
value. There is not necessarily any relationship to current worth at all. 
The recommendations of the Cohen Committee and the Institute of 
Chartered Accountants do not touch the realities of this situation. They aim 
rather at greater publicity through more detail and by defined terminology. 
They do not touch the inadequacy of the balance sheet as a special purpose 
statement. 

You have already noted the view that the profit and loss account is more 
important than the balance sheet, but little has been done to settle its 
contents. Some writers suggest that sales should be disclosed in the profit 
and loss account and that expenses should be dissected under more detailed 
classifications. Such suggestions may be arguable but they are common 
practice in U.S.A., where it is perceived that the mammoth growth of 
industrial organisation makes it almost impossible for the common share- 
holder to voice any dissatisfaction and to change either management or 
policy, unless he is prepared to expend considerable money and effort. The 
only effective way of showing his displeasure is by disposal of his holding. 
Obviously a cloak of secrecy on details of income undermines ordinary 
safeguards and leaves the way open to concealment of inefficiency. As a 
president of the United States Steel Corporation once said, “Corporations 
cannot work on a principle of locked doors and shut lips.” The prospective 
investor and also the speculator, bankers and creditors are each equally 
amxious to appraise the quality of management and the earning capacity. 
A clear statement of the details of current trading is therefore an inescapable 
future development in corporate accounting. 

The remoteness of absentee ownership from administration has been 
amplified by the formation of holding companies controlling groups of 
subsidiaries. It is not to be ignored that corporate undertakings are thereby 

14. Contemporary Accounting—W. A. Paton: “Balance Sheet,” p. 1. 
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becoming more intricate in structure. This development has caused great 
attention to the proper form of financial reporting. As usual, sound 
business has been the precursor of law and some companies prepare con- 
solidated statements to give a picture of the family group, although there 
is no Australian legislative requirement except in Victoria.’ 

Often, however, these consolidated statements do not embrace a detailed 
summary of the trading results of the group and, moreover, the consolidated 
balance sheets are subject, perhaps more acutely, to the same defects as 
the balance sheet of a single company. At the same time there is general 
acceptance of the view that when several companies are born from one 
capital foundation, a composite picture should be presented. 

Reviewing all these developments in corporate accounting, we find a 
challenge to the accountancy profession. It involves some abandonment of 
concepts which have been fostered by the impact of company law and the 
historical background of commercial endeavour. It means relegating the 
balance sheet to second place and putting primary emphasis on the income 
account. The public accountant must be expected to give sound advice to 
those responsible for reporting the financial position of corporations and 
should dissuade them from any accounting policy unjust to any group 
having a legitimate interest in the company’s affairs. Without moralising, it 
is worth remembering that considerations of policy may influence account- 
ing and the form of accounting may in turn often influence the course of 
events. One would like to think that all these developments in corporate 
accounting would have been seized on by businessmen and the accountancy 
profession. Experience shows that these new concepts are not known or 
not understood or, if they are, passive resistance has prevented their 
introduction. 

The time has arrived for a forward movement in the interests of the 
financial community and the profession. If no effective steps are taken, 
the way is opened to bureaucratic control. There is no body of persons 
better equipped than the profession to establish proper standards for full 
and fair publicity in corporate accounts, but this means facing up to that 
high responsibility. 

And to those who would decry publicity in corporate affairs, I quote 
from Paciolo’s work written in 1494: 

“If you are in business and do not know all about it, your money will 
go like flies—that is, you will lose it.” 

Further support for a professional awakening is found in a somewhat 
cynical and unreal book called Shareholders’ Money, by Samuel. Two 
passages in particular, however, are quite just commentaries: 

“In his evidence before the Wilfred Greene Committee, Mr. Whinney 
recommended that the accounts should show the whole remuneration of 
directors, direct or indirect. The opposing argument put forward to the 
Committee, which perhaps bore rather particularly on the question of the 
disclosure of contracts of employment with managing directors, was 
that disclosure would operate oppressively on companies, inasmuch as it 
would enable their competitors by a system of out-bidding to seduce away 
their key men. 

“Two answers can be made to this objection. In the first place, the 
disadvantage to the company which lost a valuable director would be 
cancelled by the corresponding advantage accruing to the other company 
which succeeded in obtaining his services. The second, and even more 
practical, answer is that the modern world being what in fact it is, most 
companies have in operation a system of intelligence, adequate to pro- 


15. A similar provision is contained in the companies Act of W.A. which will probably come 
into operation in January, 1948. 
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vide them with all requisite information with regard to their competitors. 

To borrow the phrase of a cynical director, “They know all about each 

other’s staffs, even down to the Christian name of the Jewish office boy.’ 

“The objection of prejudice by disclosure to competitors, though 
apparently taken at its face value by the Wilfred Greene Committee, is 
now discredited in authoritative circles. One may add that the idea of 
the managing director refusing to recommend that the total of his emolu- 
ments should be disclosed, lest forsooth he should succumb to the 
temptation of accepting a higher offer from another company, is certainly 
not without its inherent pathos.”!¢ 

This is typical of many of the arguments for secrecy. He goes on: 

“The legally permitted practices resulting in the obfuscation of the 
truth by directors under the aegis of the Auditor’s Certificate can con- 
veniently be divided into the following nine categories: 

(a) The use in the accounts or report of technical terminology which, 
though conveying one meaning to the auditors and directors, is yet 
quite capable of conveying a very different meaning to investors and 
even financial experts. 

The lumping together, in one or two lines, of numerous assets, the 
value of which is expressed in one or two aggregate figures, so that 
the reader of the balance sheet is deprived of information as to the 
constituent items and their respective values. 

The employment of a system of valuation which, while academically 
or historically accurate, fails to tally with values under existing 
conditions. 

Failure to mention the real relation of the company’s profit and loss 
account to current earnings. 

The employment behind the backs of the shareholders of the tech- 
nique of ‘secret reserves.’ 

Omission of information with regard to the company’s subsidiaries. 
Failure to give adequate information with regard to the contingent 
liabilities of the company. 

Failure to give information as to events materially affecting the 
financial position of the company which have occurred during the 
interval (in some cases extending over many months) between the 
date to which the accounts are made up and the date at which they 
are presented to the shareholders. 

(i) Other forms of window-dressing.”!? 

Accepting the abandonment of both the proprietorship theory and the 
doctrine of conservatism, and recognising the interests of all the parties 
involved, what are the principles to be applied ? 

G. O. May submits that most objectives would be covered by sup- 
plying : 

(a) A reasonably full and fair income account. 

(b) A statement of quick assets and liabilities. 

(c) A summary of changes in reserves. 

(d) A summary of resources and their disposition.!® 

Allied with these proposals he recommends elimination of superfluous 
detail, greater simplicity, clearer-cut statement of honest and informed 
opinion on material questions, plus the supreme virtues of consistency and 
fair disclosure. These, of course, are incidental virtues to which we must 
each and every one subscribe. 

16. H. B. Samuel: Shareholders’ Money, pp. 162-163. 


17. H. B. Samuel: Shareholders’ Money, p. 243. 
18. Dickinson Lectures in Accounting, 1936-1940, p. 42. 
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“In an article in the American Journal of Accountancy, Chester Martin + 
proposes to substitute for the conventional balance sheets three state- 
ments as follows: 

1. Comparative statement of current accounts. 

2. Comparative statement of deferred costs. 

3. Statement of legal capital. 

“The first of these is essentially a statement of working capital, or 
current-account balance sheet, supplemented by a brief showing of how 
the change in net working capital came about. The second is a state- 
ment of the costs of fixed assets, the amount of such costs already charged 
to operations as, e.g., for depreciation, and the amount ‘yet to be charged 
to operations or liquidations,’ with an accompanying brief analysis of 
the ‘net reduction.’ The third, as the name indicates, shows the total 
capital and surplus, with the change for the period set forth, and the 
composition of the total ‘capital’ in terms of the data of the other two 
statements. 

“These recommendations of Mr. Martin are rather appealing. In the 
first place they sharply separate the showing of the current position from 
the unabsorbed costs of fixed assets (which may also be accomplished 
by the old device of dividing the conventional balance sheet into two 
horizontal sections, the current-account portion and the capital-account 
portion). They also serve to integrate the statement of funds, in its 
major aspects, with the various major phases of the balance sheet. They 
are especially noteworthy for the emphasis on the fact that both capital 
stock and surplus are elements of total ‘capital’ and as such are indis- 
tinguishably reflected in net working capital and ‘deferred costs to future 
operations’.’’!9 
These statements would be intended to eliminate some of the weaknesses 

of the balance sheet for general use and would, of necessity, be supplemented 
by the “reasonably full and fair income account” put forw ard by G. O. May. 
In Accounting Method, Rorem and Kerrigan say: 

“Is it possible to appraise an accounting report from the standpoint of 
its adequacy? Of course, the report would have to be judged in the light 
of the use or uses to which it is expected to be put. Reports prepared 
for special uses (special-purpose reports) are adequate or inadequate 
only in regard to those uses. Most published statements are, however, 
designed for general use (and hence are all-purpose reports); they 
follow some conventional form (conventional to the particular industry 
or line of activity) as to arrangement, content, and amount of explanatory 
data. Such statements can be held to certain standards of adequacy of 
presentation involving accuracy, completeness, comparability, and clear- 
ness. The two general and six specific requisites listed below suggest 
certain criteria for judging adequacy. 

“The general requisites are: 

(a) ‘Any general impression conveyed by the statement should be a 
true impression. The statement, though technically correct, 
should avoid creating a false impression in the mind of the 
reader.’ 

(b) ‘No information should be omitted which, if disclosed, would 
materially alter the impressions given in the statement.’ 

“The specific requisites are: 

(a) ‘Unusual items important enough to distort comparisons materi- 
ally should be sufficiently clearly disclosed to make it possible 
to give due weight to them.’ 


19. Contemporary Accounting—W. A. Paton: “Balance Sheet,” p. 7. 
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(b) ‘Any significant changes in accounting principles or procedures 
should not only be disclosed, but their effect should be shown.’ 

(c) ‘Any significant departures from generally accepted principles 
or procedures should be fully stated, together with the means 
of appraising their effect upon the statement.’ 

(d) ‘The statement should be so drawn that significant matters are 
not concealed in large, unexplained items.’ 

(e) ‘Significant classification of items should not be concealed by 
combination with others.’ 

(f) ‘Descriptive comments are desirable supplements to technical 
titles whenever such comments contribute to the picture the 
statement is attempting to portray.’ ’° 

Such observations are typical of the thought now being given to the 
presentation of financial reports. Perhaps most important are the implied 
obligations of adherence to accepted principles, together with consistent 
application of them. 

The continued enlargement of corporate enterprise called for more 
precise definitions of principles (or conventions) because a wrong appli- 
cation of principle could have startling consequences. Among the major 
problems reviewed have been the matters of stock valuation, non-recurring 
items and secret reserves, each of which could affect seriously any inter- 
pretation of disclosed results. 

On the subject of stock valuation, the general conclusion seems to be 
that cost value should be the basis on which it is brought to account. Any 
provisions for fluctuations in value should be reserved separately and dis- 
tinctly. This would be a commendable advance on the loose and inconsistent 
practices at present prevailing. It would show the true earning capacity 
based on completed transactions and give a guide to the degree of con- 
servatism used in stock valuation. Furthermore, it cuts away a prolific 
source of secret reserves, a procedure which is being criticised more and 
more. There has, however, been considerable discussion on many other 
methods of appraising stocks, though so far there is no uniformity of 
application to particular industries or to commerce generally. In Australia 
any progressive movement is largely hampered by the restrictions of the 
Income Tax Assessment Act. 

There is universal agreement that non-recurring items should be stated 
clearly and separately in the income statement. Likewise, items of material 
amount relating to previous years should be isolated from current results. 
As the law stands, this is largely a matter of business ethics, but if the 
income statement is to be a guide in assessing future earnings, the maxim 
of full and fair disclosure must undoubtedly be followed in these cases. 

Secret reserves are strongly attacked not so much because they may 
be a privilege occasionally abused as on the ground that the original 
creation of a secret reserve virtually robs the then current shareholder. 
The truth of this would be realised if corporations reverted to the associa- 
tion idea of accounting which finds favour in some quarters. Under the 
association method, individual shareholders would be credited each year 
with their proportion of annual earnings, incidentally eliminating many of 
the current profit appropriation problems; but, clearly, the creation of any 
secret reserve, however beneficial for the future, understates the immediate 
increment to which the shareholder is entitled.: With emphasis now placed 
on precision rather than undisclosed conservatism, secret reserves are 
criticised for the reason that they falsify the income picture and destroy the 
value of any analysis of future earning power. The compromise approach 
to secret reserves is perhaps at the moment more practical. This relies on 

20. Rorem and Kerrigan, Accounting Method, pp. 556-557. 
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audit to resist abuse of the privilege and, more important, insists on a 
proper disclosure of the extent to which secret reserves are drawn on to 
assess current income. 

Disclosure of secret reserves is opposed to the doctrine of conservatism 
which, though not fundamental to accountancy, is an ingrained principle 
with business men. It is therefore pertinent to quote from Mr. Justice 
Wright’s judgment in the famous Royal Mail case: 

“It is said to be a matter of domestic concern between the company 
and the shareholders, but if shareholders do not know and cannot know 
what the position is, how can they form any view about it at all? How 
can they consider whether it is something which they are satisfied with 
or which they are not satisfied with? Taking this case, without entering 
into the thorny question as to whether you have here anything which 
can be called reserves or not, you have here a large sum of money, or 
perhaps a series of large sums of money, the nature of which and the 
propriety of which has remained a secret from the shareholders, if you 
exclude certain things which appeared in the last balance sheets with 
which we are concerned. What has happened as a result of that? We 
know that there were balance sheets and profit and loss accounts pub- 
lished for a period of seven years which did not disclose one way or the 
other whether the company was earning any profit or not, and during 
those seven years there was expended out of those items, which were 
mainly connected with the war, a sum of not less than five million 
pounds—not out of current earnings at all, but out of these items which 
in the main arose out of the war; and during all that period the share- 
holders were told nothing, and they drew their dividends presumably in 
the simple faith that all was well with the condition of the company. 

“Tt is a little astounding, and one cannot help wondering whether those 
who manage big companies do not forget sometimes that the body of 
directors of a company are the agents and the trustees of the share- 
holders, that they owe them full information, subject to proper and 
reasonable commercial necessity, and it is their interest that they have 
to study.” 

The Royal Mail case is an adequate commentary on the deficiencies of 
current methods. The judgment suggests an evolution of legal thought 
more in line with the best business practice. 

“Conservatism muddies up the accounting waters. It dulls the account- 
ant’s sense of accuracy and gives him a false sense of security and 
righteousness. It impairs the usefulness of his results for purposes of 
analysis, comparison, and prediction.”?! 

To this point we see that the introduction of corporate enterprise: with 
limited liability has had an immense impact on accounting theory in its 
more formal characteristics, i.e., those related more to bookkeeping than 
to the wider functions of accountancy. Conversely, the science of account- 
ancy has given a great deal to the corporation and has been a hidden but 
real influence on economic and social progress. 

The Industrial Revolution marched steadily forward until it merged into 
the Age of Speed. Electricity, radio, the internal combustion engine, the 
aeroplane, the telephone and a horde of other new discoveries changed the 
life and habits of the world. The Great War forced the nations to achieve 
still greater productive capacity. The continual cry was for efficiency in 
the use of resources and, above all, in the direction and administration of 
commercial undertakings. 

The economic and social basis of industry moved gradually from nine- 
teenth century employer-capitalism to twentieth century managerialism. 

21. Paton: Accountants’ Handbook, p. 162. 
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Where the family company once ruled and operated the business personally, 
there has come a tendency to disperse ownership. Visible ownership is 
now a rarity and the absentee owner has produced an inevitable trend to 
managerial control. It is further evidence of the trend away from the 
proprietorship theory to the business entity theory. 

We are today in the era of managerial accounting. Managerialism has 
demanded that accountancy shall be an aid to business management, which 
in turn has a direct responsibility to shareholders as prospective partici- 
pantS in income. So it called for estimates by periods of time and by units 
of activity. “The accountancy profession responded in traditional fashion 
by conceiving the specialist science of cost accounting. The employment 
of cost accounting depended on reliable subsidiary information such as 
records of output, stores, equipment, etc., and raised the problems of 
overhead and its distribution. In due time, the process of natural growth 
led to standard costs and budgetary control, all of which linked in closely 
with the current ideas of planned economy. 

A further side-issue is not without its value in the general purpose of 
this lecture. The development of cost accounting has been outstandingly 
useful in securing greater precision in financial statements. It aids the 
valuation of finished goods and work-in-progress for the purposes of the 
balance sheet and income account. In addition, a proper system tends to 
ensure correctness in dissections as between capital and income, and in 
matching costs and revenue. 

The events of recent years have given some point to the cries of a 
new-born infant in accounting theory. This relatively new theory bears 
examination because it presages a further development in corporation 
accounts. The onrush of commercial expansion, the inflation produced by 
war, the general economic puzzle to which no one knows the answer, give 
point to what is best described as “economic accounting.’’22 

It is traditional that accountants regard themselves as concerned to 
record, classify, summarise, and interpret business transactions in terms 
of actual prices, but this is based on an assumption of price level stability. 
The real difference between economic and financial accounting is that 
financial accounting is content to portray the results in terms of a money 
symbol—i.e., it regards both the result and its yardstick as possessing a 
static and common relationship. Economic accounting aims to recognise 
changes in the value of money and aims to see that the underlying realities 
of the symbol shall be made plain, so far as they can, within the framework 
of accounting documents. 

Possibly the best distinction between economic and financial accounting 
is found in the problem of plant depreciation. The profession looks upon 
its task as historical and bases its depreciation provisions on original cost. 
Indeed it is difficult at this stage to see how any other basis could be used 
teliably in practice, though current experience shows the disparity between 
original pre-war costs and today’s cost of replacement. Perhaps the 
disastrous devaluation of currency which took place in Germany after the 
Great War may emphasise the viewpoint of economic accounting. It seems 
to he unarguable that a provision for depreciation based on original cost 
will not, in many cases, accumulate the wherewithal to replace the dis- 
carded asset. The economic conception is to build up a fund which will 
replace and which will keep up the facilities of production so as to preserve 
consistent levels of output. I cannot help observing that at least it would 
be exceedingly interesting for published accounts to contain a notation of 
the probable replacement cost of fixed assets, though I realise it would 
entail great expense to do so in many cases. 

22. F. S. Bray: “Economic Accounting,” The Accountant, 19th April, 1947. 
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There is a lot of weight behind the argument that: 

“The economic power of an enterprise needs to be maintained in order 
that individual persons and society as a whole may not suffer a loss in 
productivity and a shrinkage in wealth. All parties concerned feel the 
effect : price disturbances affect the consumer, low net earnings jeopardise 
the security of the investor, shrinkages in working capital retard the 
liquidation of the debts which are due short-term creditors, the state 
loses tax revenue, the management operates under an unhealthy strain, 
The failure to preserve economic capital leaves a trail of disastrous 
consequences the prevention of which is worth a great deal of effort. 

“A failure to maintain legal capital intact likewise entails undesirable 
consequences, but in this case the burden of loss usually falls upon 
innocent third parties. Whereas the economic view is chiefly concerned 
with avoiding unforeseen losses or making them good for the sake of 
continued productivity, the legal view looks rather toward directors’ 
conscious acts in disbursing property to the impairment of the ‘protective 
margin’ of contributed capital which should be maintained for the security 
of the creditors.’’* 

“Sweeney (Accounting Review, vol. 5) calls attention to various con- 
cepts of capital preservation and urges, as a standard for management, 
the maintenance of ‘real capital’ in the sense of economic power. He 
says: 

‘“**The basis for maintenance probably most often in harmony with the 
customary fundamental purpose of economic activity is maintenance of 
absolute general purchasing power, i.e., maintenance of general real 
capital or simply ‘real capital.’ It, alone, continually measures capital 
and income in such a way as to facilitate realisation of the usual goal 
of economic effort, namely, increase of general purchasing power, and 
thus materially assists accounting to realise its main purpose of accurately 
distinguishing between capital and income.’ 

“Sweeney advocates the use of ‘stabilised accounting,’ involving the 
regular adjustment of recorded data through the application of the 
general price index, as a means of avoiding misinterpretation and’ ren- 
dering the accounts and derived reports more useful. This proposal is 
somewhat in contrast to the approach of the appraiser who urges the 
revision of specific recorded values in the light of specific price changes. 
It is unlikely that much progress will be made in this direction unless 
something is done to break down the legal conception of the dollar as an 
unchanging economic unit of measure. However, accountants will do 
well to give serious attention to the possibility of developing methods of 
presenting information as to the influence of changing prices, both 
specific and general, upon the affairs of the business enterprise, without 
doing violence to the accounts and statements based on the conventional 
assumption.””4 
This problem is by ro means fully settled. It is by no means fully 

recognised either, for the inherent obedience to Company Law is such that 
the preservation of original capital is alone considered and the continuity 
which is the virtue of corporate organisation is forgotten. Can it be said 
that capital is secure when the fund for replacement of exhausted assets 
is inadequate? General opinion is that capital is not secure under those 
conditions, as future earnings depend upon maintaining the productive 
capacity. 

Possibly, the immediate practical remedy lies first in recognising and 
assessing the need, and secondly in making an additional provision of 


23. Littleton: Accounting Evolution to 1900, p. 246. 
24. Paton: Accountants’ Handbook, pp. 159, 160. 
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reserve to meet the excess costs of replacement. But, adverting to earlier 
comments, can it be said that the common legal form of balance sheet gives 
any clue to the realities of the present and the prospects of the future? 
Does it meet the various needs of commerce? Around this question unend- 
ing research will take place from which there will come, just as inevitably 
as past evolution, new concepts and new practices. 

The corporation now holds such a dominant place in our economic 
structure that it becomes a vital factor in social matters. There is evident 
a still further concept of accounting purpose—a realisation of the social 
purpose. The world of industry now operates under many controls, a 
phase to which the war years gave considerable impetus. The increased 
complexity of taxation, the requirements of price control and of other 
Government instrumentalities all depend on accurate accounting. Social 
accounting also looks beyond to the objective of preserving a stable national 
economy. It envisages a system of aggregated and uniform accounts to 
facilitate the preparation of formulations of national income, savings, fixed 
asset formation and national capital. It is a logical step in the irresistible 
process of evolution. 

Though referred to briefly, this is not an unimportant movement. The 
requirements of taxation laws in Australia have moulded accountancy 
practice more than we might care to admit. In fact, we have had the 
impossible task of reconciling irreconcilable obligations of taxation law, 
company law and practical business prudence plus a few others. Taxation 
obligations have for self-evident reasons dominated other considerations. 
There can be no doubt that intervention of other Government needs must 
likewise affect the future evolution of corporate accounting. Standards 
which apply to conditions of free enterprise will require modification as 
social responsibilities become more widely enforced. 

In retrospect, the advancement of accountancy thought has not been a 
spontaneous movement. Rather has it been the product of economic 
development and commercial necessity. At the same time, research shows 
that outmoded ideas die hard and we, as a profession, cannot afford to have 
outmoded ideas. Today we stand at a tentative stage. Professional 
responsibility includes the duty of continual examination and restatement 
of principles which are given authority by their general acceptance. Future 
advances of industrial technique and corporate enterprise are likely to need 
the assistance of accounting on a constantly increasing scale. As industry 
advances, so then must we advance with it, hand-in-hand. 
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Application of Accounting Procedure as the Basis of 
Securing Financial Control for a Manufacturing 
Enterprise 


(Being a Thesis by E. S. Gardner, a student in the Department of 
Commerce, Melbourne Technical College) 


(Continued ) 


PROGRAMME TO SECURE FINANCIAL CONTROL 
Introduction 
The important responsibility of controlling an enterprise is dependent 
upon the practical basis of information. The value of this information 
is governed by promptness, comprehensiveness (but exclusion of non- 
essential data), accuracy to the required degree, logical compilation and 
presentation, and ease of interpretation and operation. 
In relation to accounting, the technique of effective control involves— 
(a) The planning of details for execution of management’s policy, 
involving the establishment of definite accounting procedure, fair 
and accurate standards of performance, and budgets. 
(b) The execution of the policy through active organisation and effort. 
(c) The assessment of achievement by means of prompt reports as 
measures of performance. 


This technique will now be detailed to show how accounting procedure 
may be applied in securing financial control of a manufacturing enterprise. 


(A) The Planning of Details for Execution of Management's Policy 
1. The Accounting System 


The accounting system must be planned and designed to co-ordinate and 
control the three major divisions of a manufacturing business, viz. : 


1. Sales. 
2. Production. 
3. Finance and administration. 


To secure financial control, it is essential that both Sales and Production 
be controlled so as to achieve maximum performance with maximum 
efficiency. 

An effective accounting system must satisfy the requirements of manage- 
ment, investors, creditors, legislation and Government departments, and 
therefore its design warrants careful consideration. 

One of the most important characteristics of a sound accounting system 
is adequacy, which involves recording and presentation of all relevant 
information required for efficient management and control. Information 
should only be recorded which will be fully used by management, but there 
should be sufficient elasticity in the system to meet the requirements 
imposed by development of the enterprise. 

A second essential is accuracy to the degree required by the nature of 
the business ; this degree of accuracy is co-ordinated with the simplicity of 
the system and, as an example, in relation to expense allocation it may be 
found that one method may give 90 per cent. accuracy, and be exceedingly 
simple, whereas another method may give 95 per cent. accuracy and be 
very difficult and costly. The question for finalisation in considering the 
method to be adopted would be whether the extra 5 per cent. accuracy 
was worth the extra cost and energy. 








to 
to 
set 
TI 


me 


act 
an 
de’ 
SU] 


acc 


ma 
tiot 
to | 
fun 
duc 


are 
me! 


wh 
ess 
cla: 
the 
anc 
the 
relz 
the 
the 


for 


in s 
con 


Tem 
hen 
thei 
to t 
exp 





















































1947 THE AUSTRALIAN ACCOUNTANT 503 


On the general accounting side, periodical checks in the form of trial! 
balances can be relied upon to ensure a high degree of arithmetical accuracy, 
whilst “errors of principle’ undisclosed by a trial balance should be 
detected by the system of internal check. 

A third essential is promptness in presentation of financial information 
to management, and, according to the type of business, it may be necessary 
to have monthly balance sheets, with weekly operating statements, pre- 
sented within a few days following the conclusion of each weekly period. 
These statements will be detailed under the heading of “Financial State- 
ments. 





2. Classification and Symbolisation of Accounts and Records 
The accounting system must be classified and symbolised and set forth 


dent accordingly in a manual of accounts. An adequate system of classification 
— and symbolisation, supported by the necessary instructions, is essential in 
a developing an efficient accounting procedure, which will then facilitate 
and supervision and enable the implementation of changes and additions with 
, a minimum effort. 


The classification must directly support the final financial statements and 
licy, accounting data required by management, which will rest in: 


— (a) Increased uniformity and speedier preparation. 

; (b) Facilitated interpretation and analysis. 

tort. (c) Greater clarity, enabling more efficient use of the data, and facilitat- 
dis ing the formulation of policies for future activities. 

In the application of classification to the accounts and documents of a 
dure manufacturing enterprise, the most satisfactory basis is usually the Func- 
rise. tional Basis, with items under each functional division related according 
- to their Natural Basis. By such a method, all items related to a particular 


function are grouped, for example, under the functions of Selling, Pro- 
duction, Finance and Administration, and the items under each function 
and are so grouped that all of the same nature are placed together. 

In symbolisation of the classification, the most common and satisfactory 
methods are alphabetic or numeric, or a combination of both methods. 

In summarisation, the process of classification operates throughout the 
whole field of bookkeeping routine and accounting procedure, and is an 
essential for an efficient budgetary system. The original data must be 


ction §f classified for recording in the books of originating entry; posting from 
num § these to the ledger accounts is a mere mechanical process of classification 

and results in saving of time of clerical work. In the accounting reports 
lage- the summarised data in the ledger accounts is classified according to its 
and § relation to the basic concept of the entity, resulting in the presentation of 


the data in an organised manner. In the application of a combination of 
stem § the functional and natural bases, a ready and accurate means is provided 
vant § for the institution of control accounts. 
ation . 
there ff & Standards of Performance 
rents The establishment of fair and accurate standards is of vital importance 
in securing financial control, although it is principally related to production 
re of & Control. 
ty of Their accuracy is important, as in most manufacturing industries 
1y be § Temuneration for labour is often the largest single cost of production, and 
ingly hence it must be assured that the output is in relation to this cost, whilst 
d be § their fairness (without demonstrating “charity”) is of utmost importance 
x the § t0 the employee in his consideration of compensation in relation to energy 
1racy expended. 
; The fairness and accuracy of the standards set is exhibited in the 
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relationships between employer and employee, and can effect a great saving 
in labour costs, by reduction of labour turnover. Therefore, standards for 
production performance receive considerable attention (in some instances, 
standards are set for the clerical and administrative staff), and _ their 
establishment involves motion and time study, accuracy in drawings and 
specifications, standard practice instructions, material and finished stock 
inspection, study of machine layout, operations and output, and regular 
maintenance. 

Control of all these factors results in furthering financial control; as 
standards are thereby set, allowable costs can be computed, and inefficiency 
and causes are detected at an early date by comparing the actual costs with 
the standards. 

The basic specification data used in the motion and time studies and 
production control methods should be used by the Costing Department for 
the establishment of costings, and results in more accurate labour cost 
allowances and presents a- means of allocating factory departmental 
expenses; whilst the material requirements and the records used in the 
control of buying and the movements in stock should be interlocked and 
form part of the Costing Department’s stock ledgers and controls. 


4. Budgets 

It has been said that budgets are the usual development following the 
use of standards. However, the writer seeks to be more adamant by 
stating that, to achieve efficiency and accuracy with standards, budgets and 
budgetary control must be implemented and co-ordinated with standards. 
Reasons for this contention are: 

(a) Cost of materials can only be accurately forecasted by the com- 
pilation of a purchase budget, as material costs in themselves vary with the 
volume of the purchase. The required volume of purchases is dictated by 
the demands of the Sales Budget in correlation with the Production Budget. 

(b) Costs of materials also vary according to the Financial Budget, 
which demonstrates the capabilities of the financial structure and position 
of the enterprise to avail itself of cash discounts, and thereby reduce the 
cost of materials of production, and hence the cost of goods sold. 

(c) The availability and cost of labour for production is most accurately 
forecasted by the preparation of a Labour Budget, substantiated by the 
Personnel Department. 

(d) The rate and allocation of expense can only be accurately deter- 
mined by the compilation of an expense budget, which forecasts the total 
expense, subdivided into fixed, variable and semi-variable on a flexible 
basis, related to the budgeted volume of production and capacity. 

Admittedly, an enterprise can operate standards without the co-ordina- 
tion of budgets, but not so as to achieve the maximum financial control 
and operating profits, as efficiency, accuracy, measurement, comparison 
and complete informativeness would be vital deficiencies. 

Serious efforts upon the part of the management, and of accountants and 
controllers who aid and participate in management, to exercise consistent 
control over business operations inevitably leads to the use of some form 
of budgeting of the operating results. 

Due to the prevalence of operating influences beyond the immediate 
control of the enterprise, it is difficult to forecast sales volume with absolute 
certainty, and in view of the resultant fluctuations it is essential that the 
operating budget should reflect the operating estimates at varying volumes 
of activity below and above the break-even point. This type of budget is 
usually known as a Flexible Budget, and is essential for effective operating 
and financial control, as, being thereby fortified with the knowledge of the 
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effect of sales volume fluctuations on the operating and financial results, 


management is forewarned of either impending losses or the pitfalls of over- 
trading if conditions denoted a substantial variation in the anticipated sales 
volume. Management is thereby provided with the tools to assist it in 
exercising its judgment, and intelligent use of these factors can contribute 
directly to increased profits, particularly if a definite study is made of 
differential costs. 

5. Budgetary Procedure 

A budget manual is prepared, setting forth the objectives, budget com- 
mittee, length of period, procedure for approval and revision, due dates for 
submission of estimates, and procedure for enforcement and variation 
reports. 

The primary estimate is usually the Sales Estimate, as this function is 
generally considered the limiting factor, although in modern times of 
industrial unrest the Production Estimate may receive primary considera- 
tion, owing to the uncertainties of continuity of material, procurability and 
required labour availability. 

(a) Sales Budget—is initially prepared as an estimate of the volume of 
sales, and the costs of operating the Sales Department. It must be stated 
in units as well as cash value (which will entail a Price Volume Study— 
vide Table No. 2), be divided into territories and products by monthly 
periods, and be further subdivided into customer class where sales are 
spread over wholesale, semi-wholesale and retail trade. 

(b) Production Budget—is initially prepared as an estimate in relation 
to the sales estimate, and requires separate estimates of— 

1. Materials—to determine requirements to meet production pro- 
gramme, to establish a purchasing policy and to supply costing 
information. 

Labour—to ensure the availability of the required labour, and to 
gauge the labour cost. 

Manufacturing Expense—to provide an effective means of con- 
trolling expense, and showing the permissible costs for the 
varying levels of output, which necessitates the preparation on a 
flexible basis (vide Table No. 3). 

The budget must be divided into Fixed, Semi-Variable and 
Variable Expenses, and further divided into proportions of 
operating and idle capacity. 

Plant and Equipment—to determine the adequacy of existing plant, 
or necessity of additional plant to fulfil requirements, to list 
those items requiring replacement on account of depreciation or 
obsolescence and to determine the additional capacity necessary 
so that arrangements can be economically and advantageously 
made for the requisite finance. 

(c) Finance Budget. 

Definition: The finance budget may be defined as an accounting aid 
which correlates cash receipts and disbursements and forms control by 
summarising estimated receipts and disbursements from all sources within 
the enterprise and showing the additional funds which may be required, 
or the surplus funds available for investment. 

Purpose: The purpose of the finance budget is to control, and to ensure 
continuity of, adequate working capital and a satisfactory rate of turnover 
of stock, debtors and fixed investment to enable the enterprise to carry on 
free of financial embarrassment. 

Insufficient working capital results in decreased profits due to extra costs 
of financing, payment of higher prices for materials by loss of discounts, 
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and under-absorption of overhead expenses, while satisfactory turnovers 
are essential to permit prompt payment of current liabilities as they fall due. 

It can therefore be seen the need is for close relationship between 

sales, production and finance to avoid either an insufficiency or an excess 
of working capital, which can only be achieved by an efficient system of 
budgeting. ; 

Importance: The importance of the finance budget cannot be over- 

estimated as it indicates— 

1. The capability of the financia] structure of the enterprise to support 
the plan of operations. 

2. The amount of funds which must be raised from time to time. 

3. The sources from which the required funds may be acquired to ensure 

economic and satisfactory financial arrangements. 

Preparation: In the preparation of the Finance Budget consideration 

must be given to the following: 

1. The preparation of Sales and Production Budgets (as hereinbefore 
stated), as the Finance Budget is the translation of these other 
budgets into terms of cash requirements. 

The terms of sales—that is, the proportions which may be expected 
as Cash, Seven days, Thirty days, Sixty days, etc., and also the 
discounts allowable which will affect the anticipated receipts. 

Other income such as Rents, Interest, Dividends, Commissions and 


Loans. 
Purchases—times of arrival and terms of payment and discounts 


receivable. 

Labour—requirements and probable fluctuations caused by overtime 
or shift work. , 
Expense—to be considered in the light of when payment is due, and 
the exclusion of provisions for depreciation. 

New plant—as committed or proposed. 

3. Special payments, such as taxation and dividends. 

Form: 1. The Finance Budget (vide Table No. 4+) should give a com- 
plete survey of the cash position, indicating well beforehand when extra 
resources are required. 

2. It must be flexible, so that the future position is continually shown. 
Variations in actual Sales, Purchases, Expenses, etc., immediately cause 
an alteration in the outlook of future months. 

3. The budget should be presented on a monthly basis, and cover a total 
period of six or twelve months. As one month or quarter passes, another 
should be added. 

If the tentative Finance Budget shows the position is not practical, then 
the other estimates must be revised until a satisfactory compromise is made, 
whereafter the compromised estimates become the operating budgets and 
are combined and correlated to form the Master Budget. 

(d) Master Budget—is a summarisation of all operating budgets and is 
advisably presented in the form (vide Table No. 5) of a Budgeted Operat- 
ing Statement or Profit and Loss Account, concluding with the estimated 
financial position at the end of the budget period in the form of a budgeted 
balance sheet. 

(B) Execution of Management's Policy 


The successful execution of management’s policy is dependent upon the 
co-operation of all senior executives severally and jointly to realise their 
responsibilities as set out in the plan of operations to achieve the objective 


of the enterprise. 





overs 
| due, 
Tween 
XCeSs 
m of 


OveT- 


pport 


sure 
ation 


efore 
ther 


ected 
» the 


and 
junts 
time 


and 


‘om- 
xtra 


wn. 
1use 


otal 
ther 


hen 
ade, 
and 


J is 
rat- 
ted 
ted 


1947 THE AUSTRALIAN ACCOUNTANT 507 


Financial Control 

On the financial side, the general accountant, the cost accountant, the 
budget officer and the credit control officer must co-ordinate to achieve 
their responsibilities and reconcile their particular controls. Reconciliation 
between these financial phases of the enterprise is essential, otherwise their 
value and effectivenss of control is useless, and creates costly discrepancies. 

In relation to the general accounting, control must be exercised so that 
the definition, consistency, accuracy and economy of the classification 
system is fully realised, to give maximum value to the enterprise. It is 
essential the accounting system and accounting reports be in complete 
harmony, as inaccuracies or technical errors in the operation of the system 
or in the classification of the entries made in the records will be carried 
through to the accounting reports and may lead to entirely erroneous 
presentations. A conception of the distinction between capital and revenue 
and an appreciation of its importance in the determination of periodic 
financial results should be conveyed to all responsible officers and executives 
and their functional presentations should be scrutinised to ensure this 
distinction is being rigidly and correctly observed. 

The financial statements are detailed later. 


Cost Control 

The cost accountant must ensure that jobs are charged only with costs 
applicable to them, that the basis of overhead expense allocation is the 
most equitable and satisfactory to show the true costs and the degree of 
absorption. 

He must ensure that all foremen, time clerks and similar employees are 


cost-conscious and rigidly observe the standard procedures as laid down, 
and that they charge the correct jobs, instead of allocating costs in a 
haphazard or “what does it matter” manner. 

It should always be remembered that the accuracy and success of any 
costing system is dependent upon the interest and efforts of those allocat- 
ing the primary costs, which is, in some enterprises, left to the operatives. 
This is an unsatisfactory method, and it is advisable that the primary 
allocation of costs to each specific job be entrusted to no employee below 
the standing of sub-foreman. 

The primary purpose of cost accounts is to show the way to greater 
efficiency, which, in itself, demands that the cost accounts be efficiently 
organised and controlled, and that the system be adequate, though economi- 
cal, and such as will give complete information to management. This will 
provide management with a definite guidance in the selection of policy, 
the advisability of retention or discontinuance of any existing product or 
process, or the creation of new products or markets with full regard to 
the differential costs, the knowledge of the current financial equity of the 
eriterprise, and its relation to other businesses in the same trade. 

The cost accounts must indicate the efficiency variations of production 
as compared—preferably—with standards, or at least with past performance. 
These variations cover cost and usage of material and labour, cost, absorp- 
tion and efficiency of overhead expense, and losses through idle capacity, 
wastage and spoilage. 

It is insufficient that these variations only be indicated; in addition, the 
causes must be detected and promptly reported to permit remedial action 
being taken before they assume major proportions. 

The necessary statements to achieve this objective of cost accounting are 
dealt with later. 
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Budgetary Control 

Upon the satisfactory completion of the budgets, budgetary control is 
thereby equipped with its plan, and incurs the responsibility of adminis 
tering and controlling that plan so as to achieve the objective. 

This is accomplished by unrelenting attention to the actual figures of 
Sales, Produ&tion and Expenditure, their comparison with the budgeted 
figures, the presentation of prompt periodic reports on variances, and 
immediate remedial action being taken in regard to the causes thereof. 

Each budget is the responsibility of the executive as designated by the 
Budget Manual, and performance reports are forwarded to him frequently, 
currently and promptly with the requirement of detailed explanations for 
variations. 

Performance reports should include: 

Total variation to date of last report. 
Budget figures for current period. 
Actual figures for current period. 
Variations for current period. 

Budget figures for next period. 

These reports make the executives alive to their responsibility and create 
the incentive to achieve the objective. 

This prompt detection and reporting of variations will denote any 
adverse trends at a date sufficiently early to save the enterprise from 
any serious financial embarrassment, and afford the maximum means of 
ensuring the business is being conducted along the planned channels, and 
an early appraisal of the potentialities of future trading conditions. 

These three factors make it imperative that, in a manufacturing enter- 
prise, budgetary control be included as an essential feature in any system 
of financial control. 

Credit Control : 

Credit control is usually the responsibility of the general accountant, 
although in larger enterprises this responsibility is delegated to an indi- 
vidual officer who is under the control of the general accountant or 
comptroller. 

In any budgetary system, an allowance is made for bad debts, and it is 
the duty of the credit control officer to see that allowance is not exceeded, 
but is rather considerably minimised. 

This is achieved by investigation of the financial position of new clients, 
the diplomatic and timely refusal of credit where promised payments are 
not being honoured, and the achievement of satisfactory turnover of sundry 
debtors by ensuring prompt settlement of accounts when due and payable. 


(C) Assessment of Achievement 

The leading question by the management of an industrial enterprise is, 
what profits, if any, have been made and to what extent have those profits 
been reduced due to inefficiencies in the operation of the business. Con- 
sequently, control of receipts and expenditure must be efficient, and the 
means of control is by the preparation of short-term (preferably monthly) 
operating statements and balance sheets, which require a system of “per- 
petual” inventory of stocks. 

These statements are analysed and susieainaia with the budget figures, 
and reports prepared on the amounts of, and reasons for, variances. 

In addition to comparison with budget figures, the actual figures are set 
out in a comparative form with the figures for previous periods and the 
trend of the enterprise is readily indicated. These statements and reports 
are the tools of management for use in the assessment of achievement in 
relation to the objective of the enterprise. 
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(D) Financial Statements and Efficiency Reports in Assessment 
of Achievement 
1. Balance Sheet 
The balance sheet must not be g mere statement of assets and liabilities— 
it must be a comprehensive pictur’ of the financial structure of the business. 
It is important to differentiate between the internal and external liabili- 
ties, and the comparison of ratios with those of previous periods will show 


. the trend of financial security. 


Analysis of the balance sheet and comparison with previous periods will 
reflect the various changes in the financial position. The comparative 
balance should include the following : 

(a) Current Assets and Current Liabilities—segregated so that changes 
may be easily detected—showing whether working capital has been in- 
creased or decreased. 

(b) Net worth must be shown; that is, total Assets less total External 
Liabilities represents net worth, comprised of Actual Funds contributed by 
shareholders, plus Undistributed Profits (or less Accumulated Losses). 
Where there are different classes of shareholders, net worth should be 
shown in relation to each class. 

(c) The relationship of Net Operating Profits to Sales should be shown 
in the summary attached to the balance sheet, which should also include— 

(d) The ratio of Net Operating Profits to Net Worth. 

(e) The ratio of Net Profits to Total Capital Used. 

(f) The volume of sales in relation to both the Total Fixed Assets and 
the.Total Assets. 

(g) The following turnovers should also be shown: Stocks, total current 
assets, total assets and sundry debtors. 

All the above-mentioned ratios can either be attached in a form of 
summary to the comparative balance sheet or contained in a separate 
statement in the form of a statistical presentation. 

A balance sheet presented on these lines (vide Table No. 6) will be 
an invaluable and informative guide to management and result in greater 
financial control. 


2. Statements of Working Capital and Disposition of Funds 

These statements are prepared from the comparative balance sheets in 
the form shown in Tables Nos. 12 and 13. 

It is the responsibility of the management of a manufacturing enterprise 
to see working capital is not impaired. Therefore, control must ensure 
that current assets are preserved for the payment of current liabilities, and 
that additions to fixed assets are financed from proprietor’s funds or from 
funds raised on long-term liability. 

The Statement of Disposition of Funds is a valuable adjunct to the final 
accounts, as it establishes a definite procedure which ensures management 
being fully informed of the amount and sources of funds received and of 
their application ¢ither in reduction ‘of long-term liabilities, the purchase 
of additional assets, the payment of dividends or the return of surplus 
capital. 


3. Cost of Goods Sold Account 
This account must be prepared as a preliminary to the presentation of 
the balance sheet, and should be in the nature of a comparative and ratio 
statement. 
Details shown in this account are: 
(a) Raw materials used. 
(b) Supplies used. 
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(c) Labour costs. 

(d) Factory expenses. 

(e) Cost of goods manufactured. 

(f) Cost of finished goods. 

(g) Cost of goods sold. 

It should be presented in “report” form as shown in Table No. 7, as 

thereby it is more informative, more easily interpreted, and easily adapt- 
able for comparison with previous periods and the inclusion of ratios. 


4. Profit and Loss Account 

The Profit and Loss Account also should be presented in the “report” 
form as shown in either Tables 8, 9, or 10. 

In a manufacturing enterprise it is important to divide the Net Profit 
into Net Operating Profit and Non-Operating Profit. 

Net Operating Profits are related to Sales to arrive at the profit actually 
earned from trading operations, in relationship to volume, and thereby is 
reflected a true measurement of the actual activities of the enterprise. Non- 
Operating Expenses and Non-Operating Income do not arise from the 
trading activities of the enterprise. 

The following ratios to Sales should be indicated in the comparative 
Profit and Loss Account: 

(a) Cost of goods sold. 

(b) Gross profit. 

(c) The totals of each functional group of expenses—Selling, Adminis- 

trative and Financial. 

(d) The individual items of each functional group. These items can 

also be related to the total of their particular group. 

(e) Net operating profit. 


5. Operating Statement 

The object of the Operating Statement is to summarise the information 
of Cost of Goods Sold and Profit and Loss Accounts into a concise state- 
ment for presentation with the balance sheet. 

In this respect it serves admirably, as those interested in perusing it are 
not bothered with details. Owing to its logical sequence in arrangement, 
a layman can quickly grasp its significance and relation to the financial 
result of the operations of the enterprise for the period. 

Such a statement is presented in Table No. 11. 


6. Variation of Efficiency Reports 

The number and type of these reports varies with the type and mag- 
nitude of the enterprise and with the requirements of management. 

In any case, the axiom “What is the cost of getting the cost?” should 
always be borne in mind, and only those reports which are of use and will 
be used should be prepared. 

These reports should support the profit and loss accounts and in an 
average size manufacturing enterprise the following reports would usually 
be found: 

Analysis of Sales—vide Table No. 14. 

Statement of Materials Price variation—Table 15. 

State of Materials Usage variation—Table 16. 

Statement of Wage Rate variation—Table 17. 

Statement of Labour Usage variation—Table 18. 

Statement of Manufacturing Expense variation—Table 19. 
Statement of Idle Machine time—Table 20. 


1. 
2. 
3. 
4. 
5. 
6. 
7. 
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8. Production Cost Reports—Table 21. 
9. Production Summary—Table 22. 


In addition to the above, reports may be compiled in respect of — 


(a) Each product, process or department ; 
(b) Individual production and efficiency performance ; 
(c) Individual sales performance ; 


whilst relationships may be presented in the form of graphs, charts or 
statistical tabulations. 


‘ 
CONCLUSION 

In laying the foundation for a programme of financial control through 
the accounting procedure, it is not alone a matter of installation in terms 
of procedures and office machinery, or of calculating variable budget 
allowances account by account or department by department. 

Admittedly, the accounting system must first be an instrument satis- 
factory to the requirements and policy of management, but there must be, 
in addition, a co-ordinated effort throughout the enterprise from the top 
executive to the merest operative to achieve the objective. The degree of 
willing and enthusiastic co-operation can mean the success or failure of 
the enterprise, irrespective of the excellence of the accounting system. 

Assuming the necessary co-operation is in existence, it is the responsi- 
bility of management to ensure this co-operation is converted into the 
maximum profits, control and efficiency. 

The accounting procedure must be firmly but flexibly established and 
adhered to in accordance with instructions given. 

The essence of control is obtained by prompt reports of variances and 
trends, thereby permitting immediate remedial action being taken before 
financial embarrassment is occasioned. 

Financial control is not merely confined to financial matters, but rather 
itembraces all the operations of the enterprise, and so it is dependent upon 
securing control in the various functions of the enterprise—Production, 
Selling, Distribution and Administration. 

Therefore, to secure this comprehensive control so vital to the financial 
control of the enterprise, it is imperative that all accounting procedures be 
in alignment with the progress of industrial organisation, which even at 
the present time requires the elimination of many uncertain accounting 
principles and decadent doctrines, and the substitution of conventional 
accounting forms with logical reports and statements (as depicted in the 
following tables) designed to facilitate information, interpretation and 
comparisons. 


TABLE 2.—PrRIcE VOLUME Stupy 


Proposed Estimated Estimated Cost of Balance 
Selling Price Sales Units Sales Value Sales* Over Cost 
£1210 O 1100 £13,750 £8,800 £4,950 
1200 1200 14,400 9,600 4,800 
1110 O 1400 16,100 11,200 4,900 
1100 1700 18,700 13,600 5,100 
1010 O 2000 21,000 16,000 5,000 
10000 2200 22,000 17,600 4,400 
13 0 0 1000 13,000 8,000 5,000 
1310 O S00 10,800 6,400 4,400 
1400 500 7,000 4,000 3,000 


*Based on a constant cost 6f production. 
Designed to ascertain the most favourable turnover. 
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TABLE 3.—MANUFACTURING EXPENSE BuDGET (FLEXIBLE) 
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: Flexivle Manufacturing Expense Budget 
For 12 months ending........ 
Propuction CAPACITY 
Expense Item 60% 80% Normal 120% 
12000 Units 16000 Units 20000 Units 24000 Units 
Fixed Expenses— 
Depreciation .. .. .. £600 £600 £600 £600 E: 
0 900 900 900 900 E: 
Insurance .. .. .. «. 200 200 200 200 Be 
Foremen’s Wages . .._ 1000 1000 1000 1000 | 
— Ba 
2700 2700 2700 2700 | 
cana — —- Ad 
*Variable Expenses— ] 
Indirect Labour .. .. 600 800 1000 1200 Su 
a 0! ba as 420 560 700 840 
i de. AS og 120 160 200 240 
Power and Fuel .. .. 180 240 300 360 
Oils and Greases .. .. 60 80 100 120 
ee 30 40 50 60 
1410 1880 2350 2820 
Semi-Variable Expenses— 
Fety. Clerical Wages . 240 240 340 340 
240 240 340 340 
Total Expenses .. .. .. £4350 £4820 £5390 £5860 
Allocation—Cost per Unit 7/3 6/- 5/5 4/11 
*Variable Expenses have been assumed to vary in direct ratio to output. 
This annual budget should then be presented on a monthly basis with 
reserve columns for insertion of actual and variation figures. 
TasBLe 4.—FINANcE (CasH) BupcEt 
For 6 months ending September.... 
Items April May June July August Sept. 
£ £ £ £ £ £ 
Receipts— 
Cash Sales .. .. 1000 1200 1200 1100 800 800 
Sundry Debtors . 6000 6400 7200 7000 5000 5200 
Bills Receivable . 1500 1000 1200 1000 800 600 
Sale of Assets ..  — -- 1200 a — —_— 
Dividends . .. .. — — -- 200 — — 
SS ee — — 2800 ane — = 
Total Receipts 8500 8600 13600 9300 6600 6600 7 
Cas] 
Disbursements— Cash 
Cash Purchases .. 800 1000 800 1000 800 600 Debto 
Sundry Creditors. 2000 2000 1800 2000 2000 1600 § ills 
Bills Payable. .. 1000 1000 9800 1000 1000 600 es 
Wages... .... BOO 2200 2000 2000 2000 2000 
To 


= 
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Occupancy Exes.. 500 500 500 


Capital Expen’ture 4000 ont 
Dividends . .. .. — 3600 





Total Disbursmts. 12400 10600 





Excess of Receipts . 1200 
Excess of Disbursmts. 
Balance at Beginning 

of Month .... .. 6300 
Balance at End of 

re 7500 
Additional Finance 

Required .. .. .. 
Surplus Funds 

Available .. .. .. 


TABLE 5.—MASTER BUDGET 


For 12 months ending 30th June 
Budget 
£ 


NG TR hc oe. ce wu 08 de 0s 0 36,000 


Stocks at beginning .. .. .. .. .. 3,000 
Production Budget .. .. .. .... .. 21,000 
re 4,000 


Prime Cost of Goods Sold .. .. .. 20,000 
Gross Profit .. .. .. .. 16,000 


Selling Expenses .. .. .. .... «. 1,200 
Administrative Expenses .. .. .. .. 3,000 
Financial Expenses .. .. .. .. .... 800 


Net Operating Profit .. 11,000 


Non-Operating Income .. .. .. .. 600 
Non-Operating Expenses .. .. .. .. 400 
Net Profit .......... £11,200 


TABLE 6.—COMPARATIVE BALANCE SHEET 
1942 194] Variations 
f o% £ 
ASSETS 
Current Assets— 
eee eee 2,000 4 — 
eS a 10,200 , +-2,200 
I Nes a aig thes i ei +980 
Bills Receivable .. .. .. .. .+ 4,000 5, —1,200 
rere +500 
Prepayments .. .. .. .. .. y +320 


Total Current Assets .. .. 57: 3, 57°: +2800 
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Fixed Assets— 


Land and Buildings .. .. .. .. 


Plant and Machinery .. 
Furniture <a a 


Total Fixed Assets . .. 


Tora ASSETs .. 
LIABILITIES 
Current Liabilities— 
Nk aia: Saba sei 
Bills Payable .. .. .. 
Provision for Taxation 
Unpaid Dividends .. 


Total Current Liabilities .. 


Deferred Liabilities— 


Mortgage on Buildings .. .. . 


Toray LIABILITIES . 


Net Worto— 


i Be eee ee 


General Reserve 
Appropriation Account . 


Total Proprietorship .. 


Toray LIABILITIES . .. 


OPERATIONS SUMMARY— 


Net Working Capital .. .. .. 


Ratio of Current Assets to 
Current Liabilities .. 
Sales ee 

V olume of Business on: 
Fixed Assets .. .. 

Total Assets .. 

Turnovers: 

Of Sundry Debtors (300 
days’ trading) .. . 
Ol Stocks «. .. 


Of Current Assets 8 


Of Total Assets .. .. 
Net Operating Profit .. 
Jo on Sales .. — 
% on Net W orth = 


% on Paid Up Capital . .. 


57,300 
32,250 
1,800 


55,700 
33,850 
2,075 





91,350 


91,625 





£217, 150 


£ 


30,150 
16,000 

5,000 
10,000 


£214,625 


£ 


30,825 
14,800 
4,200 
9,000 





61,150 28-1 


58,825 


27-4 





15,000 6-9 


15,000 


7-0 





£76,150 35-0 


£73, 825 





£ % 


100,000 
36,800 
4,200 


£ 


100,000 
3¢ », 800 
4,000 


34-4 


os 
i/c 





141,000 65-0 


140,800 





£217,150 100-0 


£65,650 


2-06 
£366,000 


£4/0/1 
£1/13/9 


33 days 


14- 


£214,625 


£64,175 


2-08 
£345,000 


£3/15/4 
£1/12/3 


34 days 


hm 
— 
N 
ty OW iam ty 
MOAN 


—_ 


TABLE 7.—Cost oF Goops Sotp AccOUNT 
Month of March, ...... 


Materials— 
Opening Stock 
Purchases 


Closing Stock 


Cost of Materials U Used . 


Direct Labour .. 
Factory Expense .. 


Cost of Goods Manufactured 


Budget 
f° 

1,000 

12,000 


2,000 


11,000 
6.000 
3,000 


20,000 


Actual 
£ 


+1,000 


2,325 
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Work-in-Process Inventory— 
eee * 
En an ee oe née os 2,500 


(deduct) Change 
Cost of Finished Goods .. .. .. 


Finished Stocks Inventory— 
ss «s «« 20 +s os Se 
kc 26 ¢6 69) 0s. 64 .o* 2,500 


(add) Change 500 
Cost of Goods Sold .. .. .. .. £19,500 


Note: Comparisons may be made with past months or budget. Under 
a system of budgetary control, the budget comparisons are the most 
informative. 

Ratios may also be inserted in this account. 


TABLE 8.—ProFit AND Loss Account (Type 1) 
(Reconcilation with Standards) 


For month of March, ...... 


ae 
Less Standard ‘Cost ‘of Goods Sold . 


Standard Gross Profit .. .. .. .. .. 
Add: 
Direct Wages Time Variation . .. 
Expense Efficiency Variation . 


Less: 
Materials Price Variation .. .. .. 
Materials Quantity Variation .. .. 


Direct Wages Rate Variation . 
Expense Spending Variation .. .. 
Expense Absorption Variation . .. 





Actual Gross Profit .. 
Less Variable Expenses : 
Selling .. 
Administration . 


Less Fixed wean 
Selling . es ee 
Administration .. 





Actual Net Operating Profit .. 
Add: 
Non-operating Income .. .. .. .. 
Less : 
Non-operating Expenses .. 


Actual Net Profit eer a ee ae 
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TABLE 9.—ProFit AND Loss Account (TYPE 2) 
(Comparison with Budget) 
For month of March, ...... 
Budget Actual Variations 


Over Under 
£ £ £ ; 


18,000 18,500 
20,400 20,000 
16,600 16,500 


55,000 


Less Cost of Sales— 
Be OB 6S Sw oe 4% oe 12,400 
ee ee 15,100 
ROP eee ee era 3 8,500 





36,000 





Gross Profit— 
eS ee ae ee ee , 6,100 
a a eee 5,100 4,900 
ete ae at a ea a 8,300 8,000 





19,400 19,000 





Selling Expenses .. .. .. 5,500 6,000 
Administrative Expenses .. 4,500 5,100 
Finance Expenses .. .. .. 1,000 900 





Total Expenses .. .. 11,000 12,000 


Net Operating Profit... .. .. 8,400 7,000 
Non-operating Income .. 600 600 


SD a¢ a5 40) be Oo ae £9,000 £7 600 


TaBLe 10.—Prorirt AnD Loss Account (Type 3) 
(Comparative Monthly Statement ) 


For month of March, 1946 
March, 1946 Feb., 1946 March, 1948 
Value % Value .% Value % 
EOE SOIES oo ios ne kk is ee ow os SO «I 
Less Cost of Goods Sold .. .. 6,000 60 





aS 
oO 


OE 
Less Selling Expenses—- 
Salesmen’s Salaries .. .. .. 250 
Salesmen’s Commissions . . . 250 
Travelling Expenses . .. .. 250 
PE sc Ge Gk: Oe we 50 


DO bo bo 





es 800 
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Less Administrative Expenses— 
DE x as: ioe ea Re Ke 200 2 
Directors’ Fees .. fie asd 250 2 
Audit and Legal Fees ae 10 
Office Supplies on at 20 
Telephone .. 


NN =H 





Total 
Less Finance Expenses— 
| GAs eee ee 
Discount 


Total 





Total Expenses 





Net Operating Profit .. 


Add Non-operating Income 





Net Profit .. a Mae Sra: a. Gb nie, wwe 


TABLE 11.—CoMPARATIVE MONTHLY OPERATING STATEMENT 
(Being a Summary of Cost of Goods Sold and Profit and Loss Accounts ) 
For month of March, 1946 

March, 1946 Feb., 1946 March, 1945 

Value % Value % Value % 
Sales .. . .. .. .. .. £10,000 100 
Less Cost of Seles .. ais Bs ahs 6,000 60 





OG TWO... is sc ss see 46 @ 

Less Selling E xpenses ie eke at 800 8 
Admin. Expenses .. .. .. 500 
Finance Expenses . .. .. 30 





Net Operating Profit .. .. .. .. 2,670 


Non-operating Income 





Net Profit = 


TABLE 12.—STATEMENT OF WoRKING CAPITAL 
Year ended 30th June, 1946 
1945 1946 Increase Decrease 
£ £ £ £ 
Current Assets— 
Cash in Hand and Bank . 10,000 12,200 2,200 
Sundry Debtors .. .. 2... 39,320 40,300 980 
Bills Receivable .. .. .. .. 5,200 4,000 1,200 
Stocks .. .. chem ar O° 65,800 66,300 500 
Prepay ments . he aw ws. dae 2,680 3,000 320 





123,000 125,800 2,800 
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Less Current Liabilities— 
Sundry Creditors .. .. .. 24,500 24,550 50 
Bills Payable .. .. .. .. 14,800 16,000 1,200 
Accrued Expenses .. .. .. 6,325 5,600 
Provision for Taxation . .. 4,200 5,000 800 
Unpaid Dividends .. .. .. 9,000 10,000 1,000 








58,825 61,150 2,325 








Working Capital .. .. .. .. £64,175 £475 


TaBLE 13.—STATEMENT OF DISPOSITION OF FUNDS 
Year ended 30th June, 1946 
Net Profit for Year... .. .. 
Add Charges to P. & L. Ase not requiring ‘inilies 
Depreciation—Buildings .. .. .. .. ...... 


a ee 
Furniture .. 


Funds Applied as under: 
1. Increase in Working Capital (vide Table 12) .. 
2. Increase of Fixed Assets— 
Buildings .. .. 
Plant and Machinery . 


3. Dividends .... .. ee 
4. Provision for Taxation a 


TABLE 14.—ANALYSIS OF SALES 


Budgeted Actual % Over or 
Product Sales Sales Over * Under Under Budget 
£4,000 £4,100 £100 
2,000 2,050 50 
8,000 7,800 
7,200 7,100 
4,000 3,950 


£25,200 £25,000 Net £200 


TABLE 15.—ANALYSIS OF MATERIALS PRICE VARIATION 


Standard Actual Total Total 
Raw Unit Unit Quantity Standard Actual Price 
Material Price Price Purchased Value Value Variation 
X 2/6 2/9 400 £50 £55 +£5 
4 3/4 3/6 300 £50 £52/10/- +£2/10/- 
Z 3/- 2/6 200 £30 £25 —£5 





1947 THE AUSTRALIAN ACCOUNTANT 
TABLE 16.—ANALyYsSIS OF MATERIAL QUANTITY VARIATION 


Process 1 Process 2 Process 3 Total 
Material Material Material Material 


Product X s *£ x » ae x = xX ¥ Z 


A +50 +10 +20 +10 +10. +70 +20 +10 
B —50 +10 +10 —40 +10 
c —5 +30 —5 +20 +10 —10 +50 
D +60 +30 +30 +10 —10 +90 +40 —10 
E +20 —5 +20 —5 +30 +40 —10 +30 
+75 +65 +75 +45 +40 41504110 +40 
Standard 


allowances 1500 1700 1500 500 1300 3000 2200 


Production—Unit A— 
a 
C— 
Dw 
, 


TABLE 17.—STATEMENT OF MANUFACTURING EXPENSE 
Variations 
Items Budget Actual Over Under 


Maintenance and Repairs .. .. £2100 £2060 £40 
Power, Heat and Light .. .. .. 970 980 £10 
General Maintenance .. .. .. 170 190 20 
eet BAO 6. 4 os ce 6 980 1010 30 
ee a 110 115 5 
Cartage and Freight .. .. .. .. 27 37 10 
Printing and Stationery . .. .. 30 35 5 


ER ic. he ee wh) od we 63 63 
RS 890 890 


ge ani. en oe: ene 320 320 





£5660 £5700 





Standard Expense absorbed 100% Direct Labour = £5500. 
Spending Variation £40. 
Absorption Variation £160. 


TABLE 18.—STATEMENT OF IDLE MACHINE TIME 


Dept. No. 3 Foreman: A. Champ 
Month ended 31st March, 1946 


Machine Type of Calendar Normal Actual Actual 

No. Machine Hours Hours Hours Normal % Remarks 

201 176 120 144 120:0 Carrying load of work 
of Machine 203 

202 176 120 144 120-0 

203 176 120 72 60:0 Under repair 

204 176 140 140 100-0 

205 176 140 126 90-0 Waiting for work 
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* TasLe 19.—Propuction Cost REportT 


Department : Z. Foreman: A. Box 
Month ended 30th April, 1946 


April ’ March 
Output : .... Units .... Units 


Total Cost Per UNIr 
Element of Cost Cost April,1946 March, 1946 April, 1945 Remarks 


Direct Materials 


TABLE 20.—PropucTION SUMMARY 
Month ended 30th April, 1946 
Dept.A Dept.B Dept.C Total 
£ 


£ £ f 
Actual Cost of Production .. .. 5,225 5,957 4,328 15,510 
Standard Cost of Production .. 5,005 5,895 4,210 15,110 





PD Gea ce eR dw as +220 +62 +118 











Legal Section 
Edited by R. E. O’NEILL, a.1.c.a. 


Duty or Lioumator TO SEEK OuT CREDITORS 


In a winding up the cardinal principle is that shareholders are not entitled 
to anything until all debts have been paid. Accordingly, it is the duty ofa 
liquidator to seek out not only those persons whom he knows are creditors 
but also those whom he knows might be creditors. Contingent, no less than 
actual accrued liabilities, must be ascertained. Thus where a liquidator 
failed to have contingent liability under leases valued ‘and distributed with 
out making provision for future rent, it was held that he had committed a 
breach of his duty under the present section and was liable in damages: 
James Smith (Norwood) Ltd. v. Goodman (1936) 1 Ch. 216. 

This point was again before the English Court in /n re Armstrong 
Whitworth Securities Co. Ltd. [1947] 2 All E.R. 479. A company whieh 
went into voluntary liquidation in September, 1943, was, at the time, purely 
an investment company, but it had previously employed a large number 
of workmen and, until 1933, it had acted as its own insurer in respect ol 





i 2 ss SS Nh 6lLUlULel OU Ole lee ee ee ee 


roanws 


mages: 


nstrong 
, whieh 
; purely 
number 
pect of 
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" its liability for workmen’s compensation. It had a filed record comprising 


between 16,000 and 17,000 cases of accidents which had occurred between 
1918 and 1933 and were possible subjects of further claims, with the names 
and addressés of the workmen concerned. In 1938, insurance cover was 
effected for 141 of these cases—i.e., those in which compensation was 
being actually paid, or the last payment was of recent date, or there was a 
probability of recurrence of the injury which would give the workman a 
right to future compensation. In September, 1943, the liquidator caused 
an advertisement for creditors, under the Companies (Winding-Up) Rules, 
1929, r. 104 (2), to be inserted in various newspapers, calling on the 
creditors to send him particulars of their debts or claims on or before 
lst November, 1943, but, apart from this general advertisement, he took 
no steps to ascertain the company’s position as regards liability in respect 
of the recorded cases of accidents sustained by former workmen while in 
the company’s service and not covered by insurance. In 1944 and 1945 
the “B” shareholders were paid a return on their shares out of the assumed 
surplus available for distribution, and on 15th October, 1945, a first and 
final return of capital was declared on the “A” shares, but, owing to various 
difficulties, only a certain number of the “A” shareholders had been paid 
up to date. In the meantime (i.e., after October, 1945) claims for com- 
pensation had been submitted by some of the workmen who had sustained 
injuries before 1933 and whose accidents had been recorded in the com- 
pany’s files and were not covered by insurance. None of these men had 
seen the advertisement in the papers. The question was whether these 
claims (if otherwise maintainable) had been defeated by reason of the 
declared distribution of the assumed surplus and the fact that some of the 
shareholders had already been paid. 


Held: (i) Although none of the claimants might be able to establish any 
actual accrued liability of the company at the commencement of the wind- 
ing-up, each had grounds for asserting a contingent claim against the 
company for which (under the Companies Act, 1929, ss. 247 and 261) he 
was entitled to have provision made out of the assets before any distri- 
bution among the shareholders. 

(ii) It was the duty of the liquidator to take all steps open to him on 
the information in his possession to ascertain whether any one of the former 
workmen who might have a contingent claim against the company under 
the Workmen’s Compensation Acts made any such claim; the provision in 
the Companies (Winding-up) Rules, 1929, r. 104, as to notice by adver- 
tisement did not absolve him from communicating individually with those 
persons; and the provision in the rule requiring the liquidator to give 
notice to the last known address of each person who, to his knowledge, 
claimed to be a creditor of the company did not limit his duty of personal 
communication to cases in which he actually knew that the person concerned 
claimed to be a creditor, but included cases in which he knew that the 
person concerned might claim to be a creditor and, by writing to that 
person, he could find out whether he did so claim or not. 

(iii) Since the shareholders were not entitled to anything until all debts 
had been paid, the rights of the claimants had not been defeated by reason 
of the fact that there had been a declared distribution of the assumed 
surplus, and the fact that there had been a partial distribution among the 
shareholders before the workmen’s claims had been put in did not defeat 
those claims as regards assets remaining undistributed at the time the claims 
were received, notwithstanding that, by reason of the admission of the 
a some of the shareholders would have been overpaid at the expense 
ot others. 
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PRINCIPLES APPLICABLE IN DECIDING WHETHER CROWN 1S Bounp © 
BY LEGISLATION 


The Privy Council has recently restated the principles to be applied ig 
determining whether or not the Crown is bound by particular legislation 
The City of Bombay Municipal Act, 1888, empowered the municipal} 
authority to lay water-mains through, across or under any street and “into,7 
through or under any land whatsoever within the city.” Having failed to™ 
obtain the permission of the Provincial Government to lay water-mains on 
land which had been acquired by the Government from private owners, the 4 
municipal authority gave notice of its intention to carry out the proposed) 
work. The High Court of India considered, as the Act could not operate 
efficiently unless the Crown was bound, that the Crown must be held to be 
bound by necessary implication. On appeal the Privy Council reversed that 
decision (Province of Bombaywv. Mumicipal Corporation of Bombay (1946) 
62 T.L.R. 643). 

In the course of its judgment the Judicial Committee stated the general 
principle as follows: 

“The general principle to be applied in considering whether or not the 
Crown is bound by general words in a statute is not in doubt. The maxim 
of the law in early times was that no statute bound the Crown unless the 
Crown was expressly named therein, Roy n’est lie par ascum statute si Hy 
ne soit expressement nosme. ‘But the rule so laid down is subject to at 
least one exception. The Crown may be bound, as has often been said, 
‘by necessary implication.’ If, that is to say, it is manifest from the very 
terms of the statute that it was the intention of the legislature that the) 
Crown should be bound, then the result is the same as if the Crown hag 
been expressly named. It must then be inferred that the Crown, by assent- 
ing to the law, agreed to be bound by its provisions.” 

It was also stated that to hold that the Crown is bound “by necessary 
implication” if it can be shown that the legislation cannot operate witht 
reasonable efficiency unless the Crown is bound, would be to whittle the 
principle down. Merely that an Act is “for the public good” does noty 
mean that it must be taken to bind the Crown: : 

“Their Lordships prefer to say that the apparent purpose of the statute 
is one element, and may be an important element, to be considered whej 
an intention to bind the Crown is alleged. If it can be affirmed that, at the? 
time when the statute was passed and received the Royal sanction, it was} 
apparent from its terms that its beneficent purpose must be wholly frus 
trated unless the Crown were bound, then it may be inferred that the 
Crown has agreed to be bound. Their Lordships will add that, when the} 
court is asked to draw this inference, it must always be remembered tha 
if it be the intention of the legislature that the Crown shall be boundj 
nothing is easier than to say so in plain words.” 
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